
The market is overemphasizing 
the likelihood of a Trump im-
peachment, right at the 100-

day governance mark. We believe im-
peachment is unlikely to happen unless 
the Democratic Party wins the House 
in 2018; the likelihood remains much 
lower this year, with Republicans still in 
control of Congress. Simply put, Trump, 
despite his propensity to get himself 
into trouble, remains a very popular 
president among Republican Party vo-
ters. Republican politicians who would 
like to see Trump impeached are sty-
mied by the fact that his popularity 
remains particularly strong among the 
“Tea Party” districts and voters. No-
netheless, Mr. Trump`s cachet has been 
dented, and the alacrity the markets 
met his election as president has been 
doused somewhat, with the markets 
now fearful of further political turmoil 
centered around him.

It had not helped that Mr. Trump’s has 
gone deeper into the political morass 
with controversial decisions, the most 
recent being his dismissal of Mr. James 
Comey as FBI director, who is leading 
an investigation into the charge that 
the Russians had a hand in the election 
of The Donald as US president in No-
vember last year. Although we believe 
that nothing much will come out of it, 
there will be some collateral damage. 
Bottom line: Mr. Trump now has to fight 
for his political and economic agenda 
harder than many observers (including 
us) believed early in his presidency.

Meanwhile, the weakening infla-
tion data is thwarting the Fed’s 

drive to normalize monetary policy. 
Consumer price inflation remained 
soft in April, after a surprise drop in 
March. The central bank has deve-
loped institutional responses to such 
a situation. Fed policy makers have 

«Reflation Trades» are still on pause mode, Donald Trump gets 
bogged down in the “swamp,” and the Fed stumped by falling 
CPI. Will the Fed tighten in June? From what we think, probably, 
but it will be the last time for 2017.

three possible responses to the weak 
inflation data. 

First, they can define the extent of an 
acceptable miss on their target. 

Second, they can label the numbers as 
transitory, ignore inflation, and focus 
instead on full employment. 

Third, they can rethink their estimates 
of full employment and how those 
redefinitions impact the path of inte-

rest rates. The collective buzz from 
members of the FOMC so far provides 
indications that they will sequentially 
do the first two options: (1) rationa-
lize that weaker than expected infla-
tion which is missing their target be-
comes secondary, and when (2) job 
growth is threatening to bust out of 
the boxed limits of FOMC members` 
tolerance. 
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Left unsaid is the Fed’s overarching 
desire to normalize (raise) policy 

rates, believing that on balance, it is 
the right thing to do under the cur-
rent circumstances. That means a 
June rate hike remains a firm bet. But 
if inflation stays low into the latter half 
of this year (as we expect, see second 
graph previous page), then the Fed will 
deploy the third option and adjust the 
expected path of tightening to a lower 
trajectory. A June hike may be the last 
for 2017.

But this is just us – the Fed (now with 
a more hawkish bias) may have 

other ideas. Parsing recent Fed-speak, 
it seems that the policy makers consi-
der the weak inflation data a head-fake, 
pretty much like the Q1 2017 GDP nu-
mbers. The Atlanta Fed GDP Nowcast 
stood last week at 4.1% (another rea-
son to raise the policy rate if the trend 
is sustained). The Fed will look at the 
low unemployment rate, conclude that 
recent low inflation numbers are tran-
sitory, and that inflation will eventually 
catch up with the rising wage growth 
and activity. Hence, Fed policy makers 
will focus tightly on June as the next 
opportunity to tighten up policy a 
notch. We will take this leap of faith: 
the Fed will tighten policy in June. 

So the headwinds for risk assets are 
becoming stronger in the short-

term. These risks have been encap-
sulated by yield curves (which we are 
using to model near-term equity mo-
ves), which shows the impact to risk 
assets after a short lag (see graph on 
this page). However, we do not be-
lieve that this weaker-market episode 
will permanently derail the Trump 
Trade. Although a pullback introduces 
a hump in the road, we believe that a 
complete fizzle out is more likely to be 
more of a story for 2018 than this year. 
The global economy is in a reflationary 
window that will stay open until mid-
2018. Growth will then slow, culmina-
ting in a recession in 2019.

A recession in 2019, following a 
growth plateau in mid-2018 is not 

a controversial call. So far the FOMC 

has failed in its efforts to tighten mo-
netary policy. U.S. financial conditions 
have actually eased sharply since the 
Fed resumed hiking rates in December. 
As we said earlier, the Fed may be wil-
ling to wait a little more patiently, and 
we see that stance kept until the end 
of the year. But rambunctious markets 
during H1 2018 may trigger a more 
stringent response from the Fed -- and 
they will turn more hawkish then.

The Fed won’t need much prompting 
by then -- and we may have the jobs 
market to blame. Following the re-
port on the quarter’s weak 0.7% GDP 
growth, the U.S. Bureau of Labor Sta-
tistics surprised markets with a reading 
of 4.4% unemployment (U3 measure), 
and an equally impressive U6 measure 
of 8.6%, which takes it almost to pre-
GFC levels.

If the unemployment rate keeps fal-
ling, it will have nowhere to go but 

up - and the U.S. has never been able 
to avoid a recession whenever the 
unemployment rate has risen by more 
than one-third of a percentage point. 
US expansions have tended to run out 
of steam whenever the unemploy-
ment rate has fallen below its full em-
ployment level. The U.S. Unemploy-
ment Rate (UR) now stands 0.1 points 
below the FOMC’s year-end projection 
and 0.4 points below its estimate of 
NAIRU. Any further decline is practical-
ly the equivalent of baiting a (financial) 

bear. Un(fortunately), we expect the 
UR to fall further in coming months 
(see chart on the next page). Hence, 
the logical expectation is for a visceral 
response from the Fed (to tighten) so-
metime in H1 2018 -- and once again 
the Fed will likely fulfill MIT economist 
Rudi Dornbusch’s charge that “None 
of the post-war expansions died of old 
age. They were all murdered by the 
Fed.”

However, speculations about Fed 
«murderous» intents is the grist 

for a 2018 analysis (which we will duly 
publish). Meanwhile, it would be a mis-
take to attach too much significance to 
the unfolding reality show in Washing-
ton. 

As we discussed elsewhere, the recove-
ry in global growth and corporate ear-
nings began a few months before last 
year’s election and would have likely 
continued regardless of who won the 
White House. Although there is much 
angst from the fact that equity markets’ 
Earnings Per Share have been flat since 
July 2015, significant gains in national 
corporate profits since the fourth quar-
ter of 2014, and the significant gains 
in the Equity/Bond Price Ratio and in 
equity prices since the trough seen in 
February 2016, suggests the EPS story 
is about to shift to positive. We are in 
the right time frame when EPS should 
start to head north, following the lead 
of the NIPA Profits, the Equity/Bond 
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