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A Tale of Two Economies 
“This American carnage stops right here.”  
                                                – Donald Trump, Inaugural Address 

 
“The Fed's goal is to promote financial conditions conducive 

to maximum employment and price stability... So where is the 
economy now, in relationship to them? The short answer is, we 
think it's close.”                       – Fed Chair Janet Yellen, January 18 
 

It goes without saying that there is a sharp contrast between 
the economic views of the incoming administration and those of 
the Federal Reserve.  President Trump, and most of the 
individuals who voted for him, sees a weak economy, 
devastated by job losses in manufacturing.  The Federal Reserve 
sees an economy nearing full employment.  So who’s correct? 
 

Most economists will tell you that we are in a “new normal,” 
defined largely by demographic changes.  In the final decades of 
the 20

th
 century, labor force growth was boosted by the 

entrance of the baby-boom generation into the workforce and a 
rising trend of female labor force participation.  Those trends 
are well behind us, and the labor force is currently growing at 
about a third of the pace seen between 1960 and 2000 (slower 
labor force growth is a worldwide phenomenon).  Hence, unless 
we see a sharp rise in immigration or a unprecedented increase 
in productivity growth, real GDP growth will be a lot slower than 
a few decades ago (1.5-2.0%, rather than 3.0-3.5%).   
 

The trend in manufacturing employment was roughly flat 
between 1960 and 2000, but that masked a lot of flux in the 
sector.  Factory jobs have always come and gone, but 
manufacturing output has increased substantially over the 
years.  The number of manufacturing jobs dropped in the last 
two recessions, but failed to rebound as they had in past 
recoveries.  Foreign trade, particularly with China, has been a 
factor, but it’s estimated that about half of the factory job losses 
have been due to technology improvements (robotics).    

 

 
Note that much of the increased trade with China came at the 

expense of other Asian nations.  China appeared to be 
manipulating its currency about 10-15 year ago, weakening it to 
encourage export growth.  However, that’s not the case now.  
China is actively trying to prevent its currency from weakening.  
 

Labor force participation is down since the recession, but 
much of that is demographics.  Increased school enrollment has 
reduced participation for young adults, while the baby-boom 
generation is now edging into retirement.    

  
The decrease in participation for prime-age males is a long-

term trend.  Nearly half of this group is reported to be in poor 
health and is taking pain medication (and about 40% indicate 
that this is preventing them from working).  Higher wages and 
increased healthcare could help lift participation for this group, 
but the upside is likely limited in the short term.  Participation 
for prime-age females has declined in the last two decades, 
likely reflecting better benefits (maternal leave, etc.) and better 
wages (which facilitates them taking more time off). 
 

The tools of monetary policy are blunt.  They can’t create 
great conditions for all regions and industries.  Policymakers 
must focus on the bigger picture.  The job market is getting 
tighter.  Most Fed officials believe that we are close to full 
employment.  Businesses are reporting greater difficulty in 
finding qualified workers, especially for skilled positions. Wage 
pressures are building.  There is considerable uncertainty about 
the character, timing, and size of fiscal stimulus.  However, 
Federal Reserve officials believe they have plenty of time to 
respond as the outlook becomes clearer. 
 

Contrary to the election-year rhetoric, President Trump has 
inherited an economy that is in good shape, with growth close 
to its limits.  Faster economic growth is still possible.  However, 
that will depend on boosting the pace of productivity growth.  
That should be the policy focus in Washington.   
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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 

12/23/16 0.52 0.65 0.87 1.22 1.54 2.04 2.55 3.12 1.045 1.225 117.22 1.353 5462.69 2263.79 19933.81 
1/13/17 0.53 0.61 0.82 1.21 1.48 1.90 2.40 2.99 1.063 1.220 115.03 1.313 5574.12 2274.64 19885.73 
1/20/17 0.50 0.62 0.80 1.19 1.49 1.94 2.47 3.05 1.069 1.236 114.49 1.333 5548.57 2271.30 19827.18 

 

Recent Economic Data and Outlook 
The mid-month economic data reports were of little interest to 
financial market participants, who are focused on the economy 
ahead.  Conflicting comments on the dollar (President-elect, vs. 
Treasury Secretary nominee) generated currency volatility. 
 

 
 
Fed Chair Janet Yellen took a little more hawkish stance in two 
speeches during the week.  She said that the central bank was 
close to achieving its goals and that the federal funds target rate 
is expected to be increased gradually until the end of 2019, 
when it will reach its long-term neutral rate of 3%.  “Waiting too 
long to begin moving toward the neutral rate could risk a nasty 
surprise down the road--either too much inflation, financial 
instability, or both.” 
 
The Fed Beige Book indicated that “the economy continued to 
expand at a modest pace across most regions from late 
November through the end of the year.”  Labor markets were 
reported to be “tight or tightening.”  District reports cited 
widespread difficulties in finding workers for skilled positions; 
several also noted problems recruiting for less-skilled jobs. 
Wages in some Districts were “pushed up a bit” by increases in 
the states' minimum wages and most districts said wage 
pressures had increased.  Pricing pressures “intensified 
somewhat,” while “increases in input costs were more 
widespread than increases in final goods prices.” 
 
The Consumer Price Index rose 0.3% in December (+2.1% y/y), 
up 0.2% excluding food & energy (+2.2% y/y).  Gasoline prices 
rose 3.0% (+1.8% before seasonal adjustment, and +9.1% y/y).  
Food remained essentially flat for the sixth consecutive month  
(-0.2% y/y) – with a continued split between food at home  
(-2.0% y/y) and food away from home (+2.3% y/y).  Owners’ 
Equivalent Rent (24.5% of the CPI) rose 0.3% (+3.6% y/y), while 
rent (7.8% of the CPI) rose 0.3% (+3.7% y/y).  Ex-food, energy, 
and shelter, the CPI rose 0.2% in December (+1.2% y/y).  Ex-food 
& energy, consumer goods were flat (-0.6% y/y). 
 
Real Hourly Earnings rose 0.1% in December, up 0.8% y/y. 

 
Industrial Production jumped 0.8% in December (vs. -0.7% in 
November), reflecting a return to more normal temperatures.  
The output of utilities rose 6.6% (+6.2% y/y).  Oil and gas well 
drilling (down 76% from late 2014 to May 2016) rose 9.3% (up 
43% since May, but still down 66% since late 2014). 
Manufacturing output rose 0.2% (median forecast: +0.4%), with 
a 1.8% rise in auto production.  Ex-autos, factory output was 
mixed across industries over the last year, but generally soft 
 
Building Permits were little changed (-0.2%) in December, at a 
1.210 million seasonally adjusted annual rate (+0.7% y/y).  
Single-family permits rose 4.7% (+10.7% y/y), while multi-family 
starts fell 9.0% (-15.1% y/y).  For the year as a whole, single-
family permits rose 7.3% from 2015, while multi-family permits 
fell 12.6%.  Housing Starts jumped 11.3% to a 1.226 million pace 
(+5.7% y/y), with single-family starts down 4.0% (+3.9% y/y). 
 
Homebuilder Sentiment edged down to 67 in January, vs. 69 in 
December and 63 in both October and November. 
 
The European Central Bank left short-term interest rates 
unchanged and did not alter its asset purchase program (after 
expanding it in December).  ECB President Draghi said the 
central bank could extend asset purchases “if needed” and did 
not acknowledge pressure from the Germans to reverse course. 
 
The Bank of Canada left monetary policy unchanged and, as 
expected, did not adopt a policy bias, noting that the country 
“continues to operate with material excess capacity” with 
“significant slack” in the labor market. 
 

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 1/23  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     $15 billion in 2-year notes 
         Wednesday 1/25 11:30 FRB Auction     $26 billion in 2-year Floating Rate Notes 
   Treasury Note Auction     $34 billion in 5-year notes 
         Thursday 1/26 8:30 Jobless Claims, th. 1/21 248 234 249 some seasonal noise, but a low trend 
  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     $28 billion in 7-year notes 
         Friday 1/27 8:30 Real GDP (advance est.) 4Q16 +2.2% +3.5% +1.4% some drag from net exports 
   Priv. Dom. Final Purchases  +2.5% +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 
         Next Week:         
         Monday 1/30 8:30 Personal Income Dec -1.0% 0.0% +0.5% some shift into January 
   Personal Spending  +0.3% +0.2% +0.4% gains in autos and home heating 
   PCE Price Index  +0.2% 0.0% +0.1% core CPI rose 0.230% 
  10:00 Pending Home Sales Index Dec +0.2% -2.5% +0.1% are higher mortgage rates a restraint? 
         Tuesday 1/31 8:30 Employment Cost Index 4Q16 +0.5% +0.6% +0.6% income shift into 1Q17 may distort 
      year-over-year  +2.3% +2.3% +2.3% a moderate trend 
  9:45 Chicago Business Barometer Jan 54.8 54.6 57.6 moderate 
  10:00 CB Consumer Confidence Jan 114.2 113.7 109.4 big jump in Dec, watch for revisions 
         Wednesday 2/01 8:15 ADP Payroll Estimate, th. Jan +160 +153 +215 seasonal adjustment is large in January 
  10:00 Construction Spending Dec NF +0.9% +0.6% minor implications for GDP revisions 
  10:00 ISM Manf. Index Jan 54.2 54.7 53.2 moderate 
  2:00 FOMC Policy Statement     no change, no Yellen press conference 
  tbd Motor Vehicle Sales, mln Jan 17.9 18.3 17.7 some moderation expected 
     domestically built  13.9 14.2 13.8 still relatively strong 
         Thursday 2/02 8:30 Jobless Claims, th. 1/28 250 248 234 still trending low 
  8:30 NF Productivity (prelim.) 4Q16 NF +3.1% -0.2% choppy, but a soft trend 
   Unit Labor Costs  NF +0.7% +6.2% uneven, but increased upward pressure 
         Friday 2/03 8:30 Nonfarm Payrolls, th. Jan +155 +156 +204 annual benchmark revisions due 
     private-sector  +165 +144 +198 seasonal adjustment adds noise 
   Unemployment Rate  4.7% 4.7% 4.6% seen steady 
     employment/population  59.7% 59.7% 59.7 little changed 
   Avg. Weekly Hours  34.3 34.3 34.3 steady 
   Avg. Hourly Earnings  +0.3 +0.4% -0.1% wage pressures building gradually 
  10:00 Factory Orders Dec NF -2.4% +2.8% boosted by rebound in aircraft orders 
  10:00 ISM Non-Manf. Index Jan 56.6 57.2 57.2 moderately strong 

  

This Week… 
The economic data are likely to remain of little importance to 
financial market participants (who remain focused on the 
economy ahead, not the economy behind).  The advance 
estimate of GDP growth is usually a big deal for the markets, 
and as usual, there is a lot of uncertainty in the initial figure.  
Net exports are expected to subtract from headline growth, 
while we should see a boost from faster inventory growth.  
Private Domestic Final Purchases, the best measure of 
underlying domestic demand, should remain moderately strong.  
Earnings reports are expected to remain a key driver for the 
stock market, but market participants will also be on the lookout 
for any new executive orders out of the Trump White House. 

Monday 
No significant data. 

Tuesday 
Existing Home Sales (December) – An initial rise in mortgage 
rates can boost sales, as those on the fence are prompted into 
action (by fear that rates will rise even more).  However, higher 
mortgage rates then have a dampening effect.  Seasonal 
adjustment adds some uncertainty in December, but the pace of 
sales is likely to have remained moderately strong.  The bigger 
test for the housing market will come in a few months. 

Wednesday 
No significant data. 
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Thursday 
Jobless Claims (week ending January 21) – Still subject to 
seasonal noise, the claims figures may remain choppy in the 
near term.  However, the underlying trend is expected to remain 
low (the four-week average is currently at a 43-year low).  

  
Advance Economic Indicators (December) – Inventories and 
foreign trade account for more than their fair share of volatility 
in the headline GDP estimates.  This report will help to fill in the 
picture for the fourth quarter and is likely to lead to some fine-
tuning of economists’ forecasts of 4Q16 GDP growth. 
 
New Home Sales (December) – While the pace of existing home 
sales is back to pre-bubble levels, new home sales have further 
room for improvement.  Remember, these figures are reported 
with a large amount of statistical uncerrtainty.  

  
Leading Economic Indicators (December) – The stock market, ISM 
new orders, the yield curve, and consumer expectations will 
make strong contributions to the LEI in December. 

Friday 
Real GDP (4Q16, advance estimate) – Third quarter GDP growth 
was boosted by a surge in agricultural exports, which appear to 
have unwound in the fourth quarter (subtracting from headline 
growth).  Consumer spending should be moderately strong.  
Business fixed investment may have picked up a bit.  Inventories 
should add.  These figures will be revised.  

  
Durable Goods Orders (December) – Many economists have been 
driven insane by trying to match up Boeing orders with the 
government’s data.  Boeing reported a sharp pickup in orders in 
December, following a large drop in November.  

 
 

Next Week … 
The Fed policy meeting should be a non-event – no change in 
rates, no Yellen press conference.  However, the job market 
plays a major role in the monetary policy outlook.  So Friday’s 
payroll data, while subject to seasonal adjustment uncertainties, 
will be important.  Payroll benchmark revisions should be minor. 
 

Coming Events and Data Releases 

February 5 Super Bowl LI 

February 15 Consumer Price Index (January) 
Retail Sales (January) 
Industrial Production (January) 

February 20 Presidents Day (markets closed) 

mid-Feb (tbd) Yellen Monetary Policy Testimony 

March 10 Employment Report (February) 

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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