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Year-end-Review-and Outlookfor 2018
GDP, GDP, GDP, WHO'S GOT THE GDP FORECAST?

It's all about growth... or it
used to be before the
economy reached the
pinnacle of success: full
employment. At Fed Chair
Yellen's last press conference,
she said they really don't
understand inflation very well.
Might as well say they don’t
understand GDP growth very
well either. Remember how for
years they thought they
needed faster 3% GDP growth
to bring down the
unemployment rate? Well, we
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Real GDP growth just missed 3.0% in 2015
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never got 3% growth, despite trying and trying for it, keeping interest rates low and hurting those who
live on the interest on their savings accounts in the process. We never got 3% growth and yet
unemployment fell to decades lows anyway.

Now another group wants to play economist and forecast GDP. The Trump Administration. This time
to make the $1.5 trillion tax cuts partly pay for themselves by generating additional growth. Don't try
this on your own, you really need to be a professional economist to forecast GDP. Someone plying
their trade who is in nationally ranked surveys of economists, like the Blue Chip Economic Indicators
survey, like the Philadelphia Fed’s Livingston Survey, the oldest continuous forecasting survey in this
country, like the National Association for Business Economics (NABE) with 2,300 members.

Of course, the Fed plays the forecasting game as well. All sixteen Fed Governors and regional Federal
Reserve Bank Presidents. That's why it is interesting to compare and contrast the Trump estimates
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on growth from the tax cuts this week with the Fed forecasts at the December meeting released to the
world at 2pm New York time on Wednesday, December 13.

On Monday, the Treasury issued a one-page analysis of growth and revenue estimates from the tax
reform legislation. The dust hasn’t settled on the tax act and final terms are not known, but it doesn’t
matter much for the Treasury one-pager because the economic growth numbers simply use the
Economic Assumptions in the Fiscal Year 2018 budget from the Office of Management and Budget
(OMB) earlier this year. Real GDP 2.5% in 2018, 2.8% in 2019, then 3.0% in 2020 and on and on and
beyond, until the cows come home, or we mean for the rest of the 10 year period.
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lines of the table above are all on a Q4/Q4 percent change basis. The Treasury numbers are greater
than the Fed’s of course: Fed sees 2.0% GDP in 2020, and Treasury says 3.0%. Our own number is
2.7% in 2020, although trying to forecast out a couple of years is plenty enough. Our 2018 number of
3.1% is faster than either the Fed or Treasury somehow. It seems to us like the tax reform will boost
spending pretty early if it is going to at all. 1.,
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late in the year, then the year/year data won't

tell what is happening “currently.” For instance, 2.9% year/year in 2015, but Q4/Q4 was down from
2.7% in 2014 to 2.0% in 2015, capturing the oil price crash which didn’t affect year/year GDP until
2016. Are we clear? Had enough of GDP analysis? We have.

The bottom line is the Federal Reserve is not buying the growth forecasts the administration is selling.
Not in the long run anyway. The Fed forecasts are probably too pessimistic, given that growth was
already 2.9% a while back before the oil crash slowed it down. The price of oil has recovered so
maybe growth can too somewhat. We don’t know if growth will be as much as 3.0% for that many
years starting in the year 2020 however. Seems like quite a stretch of the imagination is required for
that to happen. The whole exercise is a bit suspect of course, trying to estimate Federal government
revenues from 3% GDP growth. Anyway, damn the deficits and full speed ahead is what all the
President’'s men and Congress seem to be saying. It will be interesting to see the fiscal stimulus
effects on the economy in 2018 and 2019. At the very least growth should be strong enough to keep

the Fed on the gradual rate hike path, three more in 2018, and two more in 2019.
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MARKETS OUTLOOK

15-Dec Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2

2017 2018 2018 2018 2018 2019 2019 2019 2019 2020 2020
30-Yr Treasury 2.69 2.90 3.00 3.10 3.30 3.40 3.50 3.60 3.70 3.80 3.80
10-Yr Note 2.35 2.50 2.70 2.80 3.00 3.20 3.30 3.40 3.50 3.70 3.70
5-Yr Note 2.15 2.20 2.40 2.60 2.80 3.00 3.15 3.30 3.40 3.60 3.60
2-Yr Note 1.84 1.95 2.20 2.45 2.65 2.85 3.10 3.30 3.40 3.60 3.80
3-month Libor 1.61 1.90 2.10 2.30 2.60 2.80 3.10 3.30 3.30 3.55 3.80
Fed Funds Rate 1.50 1.75 2.00 2.25 2.50 2.75 3.00 3.25 3.25 3.50 3.75
2s/10s spread 51 55 50 35 35 35 20 10 10 10 (10

The outlook is here every ., .

|RECENT TREND IN 10-YR GOVERNMENT NOTES (N.Y. CLOSING)

week, nothing special for
the holidays really.
Economy won't go off the
rails in 2018; we are just
waiting on the Fed to
normalize interest rates to
3-4 percent. It is the end of
the year and markets are
slowing down. There was a
massive acceleration in
retail sales on Thursday
with little market reaction to
speak of. Cant blame
traders; Fed won't raise
rates more quickly in 2018.
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CORPORATE BONDS: HUMANA, NEXTERA, PACKAGING CORP, VORNADO

Corporate offerings were $9.4
billion in the December 15 week
versus $20.3  billion in the
December 8 week. On Thursday,
Andeavor sold $1 billion 10s/30s. It
priced $500 million 3.8% 10-yrs

(m-w  +25bp) at 147 bps
(Baa3/BBB-). The petroleum
refiner/marketer will use the

proceeds to repay its revolving
credit facility and for general
corporate purposes. Corporate
bonds (10-yr Industrials rated A2)
were 81 bps above 10-yr
Treasuries this week versus 79
bps last Friday.
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FEDERAL RESERVE POLICY

The Fed met December 12-13 to consider its
monetary policy. They raised rates 25 bps to
1.5%, no surprise. There were two dissents
from the Chicago and Minneapolis Reserve
Banks: might as well combine the two offices
as they have thought alike for so long now.
Must be something in the water out there.

We were surprised they kept with the
program and continue to see three rate hikes
in 2018 and two more in 2019. No low
inflation worry. The press statement no
longer says core inflation “remained soft.”
Although they continue to monitor inflation

Selected Fed assets and liabilities Sep 10
Fed H.4.1 statistical release 2008**
billions, Wednesday data 13-Dec 6-Dec  29-Nov  22-Nov pre-LEH
Factors adding reserves
U.S. Treasury securities 2454.256 2454.474 2456.959 2456.822 479.782
Federal agency debt securities 4.391 4.391 4.391 4.391 0.000
Mortgage-backed securities 1780.237 1767.096 1767.095 1778.683 0.000
Primary credit (Discount Window) 0.004 0.005 0.024 0.010 23.455
Term auction credit (TAF auctions) 0.000 0.000 0.000 0.000 150.000
Asset-backed TALF 0.000 0.000 0.000 0.000
Maiden Lane (Bear) 1.712 1.709 1.709 1.710 29.287
Maiden Lane Il (AIG) 0.000 0.000 0.000 0.000 0.000
Maiden Lane Il (AIG) 0.000 0.000 0.000 0.000 0.000
Central bank liquidity swaps 0.042 0.035 0.035 0.035 62.000
Federal Reserve Assets 4499.8 4483.9 4484.5 4497.5 961.7
3-month Libor % 1.59 1.52 1.48 1.46 2.82
Factors draining reserves
Currency in circulation 1604.008 1602.906 1599.963 1598.883 834.477
Term Deposit Facility 0.000 0.000 0.000 0.000 0.000
Reverse repurchases w/others 143.392 76.368 67.019 51.634 0.000
Reserve Balances (Net Liquidity) 2322.762 2158.636 2271.171 2329.834 24.964
Treasuries within 15 days 0.000 0.000 7.869 7.869 14.955
Treasuries 16 to 90 days 97.060 97.060 65.013 65.010 31.549
Treasuries 91 days to 1 year 328.412 328.413 335.543 335.542 69.272
Treasuries over 1-yr to 5 years 1095.451 1095.454 1117.114 1117.078 170.807
Treasuries over 5-yrs to 10 years 310.420 310.425 308.302 308.286 91.863
Treasuries over 10-years 622.912 623.122 623.118 623.038 101.337
**September 10, 2008 is pre-Lehman bankruptcy of 9-15-08

developments closely. The final Yellen
press conference this week went on longer

Balance sheet unwind: Treasury security holdings dropped
$11.4 billion from $2.465 trillion on October 25, 2017.

than normal, the last time, but nothing
really in there to bet on whether they use one of the three rate hikes
next year and raise the Fed funds rate to 1.75% on March 21, 2018.
The Fed funds futures odds of a March 2018 rate hike closed Friday
at 66%. Hearing Yellen’s “The Nation’s Chief Economist” responses
to the press questions makes us wonder about the brave new world
the Fed is entering when a noneconomist moves into the captain’s
chair next year. Hopefully it will not be too problematic with no storm
clouds on the horizon and all they need to do is move rates up to
normal, five baby steps, shouldn’t be too challenging over the next
two to three years that the forecast currently envisions.

As far as the Fed funds rate hikes, the only change made was to
where rates will be at the end of 2020. The median rate forecast for
2020 will be 3.06% now, almost 20 bps higher than the September
meeting forecast of 2.875%. Both yields are higher than the 2.75%
longer run rate which shouldn’t be thought of as terminal, like it will
be the final rate hike in the cycle. Most of the 2020 forecasts moved

Fed Individual Forecasts
Fed funds rate
Votes| 2020 End| 2020 End|Change
1 1.375 1.125| 0.250
2 2.375 2.375| 0.000
3 2.625 2.375| 0.250
4 2.625 2.500| 0.125
5 2.875 2.625| 0.250
6 3.000 2.625| 0.375
7 3.000 2.750| 0.250
8 3.000 2.875| 0.125
9 3.125 2.875| 0.250
10 3.125 2.875| 0.250
11 3.125 3.000| 0.125
12 3.125 3.125| 0.000
13 3.125 3.500| -0.375
14 3.500 3.500| 0.000
15 4.125 3.625| 0.500
16 4.125 3.875| 0.250
17
Median 3.063 2.875| 0.188
Meeting| Dec 2017| Sep 2017

up although there were some big jumps to 4.125% by a couple of hawks. One big decline as well from
3.5% at the September meeting as Fischer got replaced by Quarles? Don’t know. We don’t need to
know who owns each forecast, no need to put a name against it; Yellen said at the press conference
she would never reveal her “dot” forecast. Okay by us. We are tiring of the slight imprecision in each
Fed funds rate forecast which can be “the value of the midpoint of the projected appropriate range or

the projected appropriate target level.” We are done with thinking the Fed cannot control the Fed funds
rate. Just ask for Fed officials’ forecasts for the top of the Fed funds rate range. In other words, the
Fed raised rates from 1.25 to 1.50 percent this week, the top of the “range.” That's all we care about.

1.5% is the Fed funds rate target.
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OTHER ECONOMIC NEWS THIS WEEK

No Jolt for the economy from increased employment postings

Breaking economy news. JOLTS job openings drop back to 5.996 million in October from higher
revised openings of 6.177 million in September. The September job openings level, just short of 6.2
million workers needed right now, is the record high since the data were released in December 2000.
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cuts so they can hire more

workers? Not necessary. Manufacturers currently need thousands of workers to man the factory shop
floors, normally skilled labor that is in short-supply, with openings of 402 thousand in October down
from 435 thousand in September. The economy cannot create jobs when there is no one to fill them.

The Jolts data also detail a measure of just how confident workers are out there toiling away in the
labor force. The so-called Quits level shows that 3.18 million workers quit their jobs in October which
is unchanged from September. You have to be pretty confident in your ability to find more work if you
quit your job and Americans are supremely confident. More workers are quitting their jobs than any
time seen since 2001 before the recession. The job quitters are a favorite secondary indicator of labor
market trends known to be favored by Fed Chair Yellen so say good-bye to these data once
noneconomist Jerome Powell takes over the Chair position in February.

Net, net, the Jolts data in October, the small decline in job openings, are not a reason to think the
economy’s wheels have stopped spinning as quickly and that one of the longest economic expansions
in the nation’s history is nearing the end. The economy’s fortunes remain bright as demand for workers
hovers close to two-decade highs. The economy is strong enough to weather another rate hike and
we expect Fed officials to raise rates a third time this year on Wednesday. It remains an open question
about just how companies will weather this looming shortage of workers however. The economy will
not continue to strengthen without the labor to produce the goods and services that the nation
requires. The economy is better than you think today, but for tomorrow, who knows?
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If producers see inflation long enough then consumers will too

Breaking economy news. PPI inflation rises 0.4% in November. That is three consecutive months of
0.4% increases and PPI Final Demand prices are now rising 3.1%. The last time inflation was rising
over 3% was back in January 2012 almost six years ago. Producers in America running factories and
shipping goods to store shelves see inflation. Why can’t Fed officials and their staff economists see
inflation is the real question.
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PPI final demand prices are rising 3% and this will give Fed officials that are cautious on the inflation
outlook the confidence to raise rates this week knowing that core consumer inflation will start moving
back up to its 2% target. Let’s not forget that core PCE inflation was 1.9% as recently as February at
the start of the year before those idiosyncratic one-offs in the prices of some goods slowed it down
for a while. Basically, it was the cell phones in your pockets and purses that believe it or not are
actually cheaper than you thought and have dragged down consumer inflation.

The bottom line is there is not no inflation. Inflation is not dead, it is very much alive and well at the
producer level where goods are assembled for consumer markets. The economy is stronger than you
think and now it is starting to generate some inflation heat. Bet on it.

Economy is booming with retail sales shot out of a cannon this month

Breaking economy news. Jobless claims second lowest of the year and since the 1970s, retail sales
up big with upward revisions, and import prices, well dead in the water no change, no imported inflation
in November.
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mistake was she never thought the economy was good enough. Wrong.

Retail sales today, we hope they are measuring it correctly, retail sales are smoking hot, up 6.4% the
last year, put that in your slow recovery 2 percent GDP growth pipe and smoke it. Shoppers are
spending their massive tax cuts today while there are still store-bought goods on the shelves.

We are going to look back at this time and wonder why people were still talking the economy down.
This is what the economy looks like at full employment, folks out at the shops and malls buying up
everything in sight. It is not going to work to keep interest rates down below 3% for the next three
years. Bring Yellen back, don't let her leave the building, hey lady... your work is not done.

Retail sales are picking up steam and this will power the economy through to the end of the year with
a strong finish and who knows how fast consumer spending will go once the public sees those tax
cuts they say in polls they don't want. The economy in 2018 is going to be gangbusters when it comes
to growth. The Trump administration sees just 2.5% GDP growth in 2018 but that isn't what we see
based on the current rapid pace of of consumer spending. Growth should hit or rather stay at the
current 3% rate for most of 2018 with these tax cuts putting more spending power in the consumer's
pockets and purses.

Again, we will try to get the numbers out. Retail sales were 1.9% in September after the August storm,
and 0.2% in October. Now today, the skies have cleared and it's time to go shopping. Retail sales
2.0% September, 0.5% October, and 0.8% in November. Actual car & light truck sales fell to a 17.3
million annual rate in November from 18.0 million in October, but the Census Bureau says ex-auto
sales were 1.0% in November, so car sales weakness barely slowed overall retail sales to that 0.8%
in November we just mentioned.
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The consumer economy seems to be on steroids or something. People certainly don't look that
unhappy about the handouts from Washington coming their way. What $20 trillion national debt. The
tax cuts go away in ten years, but who cares. Live for today is what the consumer is saying. Every
single retail sales category is up in November. Furniture 1.2%, Electronics up 2.1%, Clothing 0.7%,
Sporting goods 0.9%, Internet sales 2.5%, Eating and drinking, you know who you are, up 0.7%. Even
Department stores up 0.3% although the broader category of General merchandise sales was
unchanged. 100
%
Net, net, the Fed looks right

as rain to raise interest rates 75
yesterday and pencil in
another three rate hikes in
2018 because the economy
is picking up steam on the
backs of consumers. The
central bank might want to
consider moving soon to g,
take away the punch bowl
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on a little too long. The December left to go 3.1%

economy is stronger than

you think. Consumers are o
betting on it. It's going to be

a Happy New Year for all.
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