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President Trump's comments 
critical of the Federal Reserve are 

unlikely to change the Fed's reaction 
function. The Fed will likely raise rates 
in December and two more times in 
2019. This would put the policy rate on 
the tighter side of neutral, and tighter 
policy next year is one reason why we 
expect a much slower growth at a later 
stage ie going into 2020. 

The midterm election gridlocked 
results should largely keep the 

Fed on its gradual rate hike/balance 
sheet reduction path rather than 
going further or faster in raising rates. 
It would have been under pressure to 
act more forcefully that there been a 
Republican sweep, since the chances of 
another round of fiscal stimulus would 
have been higher.

Unlike the 2016 U.S. election, the 
fixed income sector was not dealt 

surprises this time around, so the 
bond market moved on quickly. The lack 
of need for safe haven investing quickly 
brought bond yields higher, resuming 
the uptrend that was in place before 
the elections took place.

The bond focus shifts right back to 
the domestic fundamental setting-

namely, growth prospects, inflation 
expectations, and any attendant 
monetary policy “surprises” from the 
Fed, if any. The recent turmoil in equity 
and bond markets were triggered by 
Fed chair Jerome Powell’s injudicious, 
off-the-cuff talks about policy becoming 
more “restrictive.” As far as future rate 
hikes go, an increase at the December 
FOMC meeting followed by at least two 
more in 2019 (March and June) seems 
to be the more probable outcome. So, 
if you do the math, by mid-2019, the 
middle of the Federal Funds Rate target 
could be 3.25%.( see 1st chart on this 
page)
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Outlook for U.S bond yields needs 
to be detailed into two parts: 

short-term and intermediate to longer-
dated yields. 

For short-term rates, the Fed will 
likely continue on its gradual rate 

hike path, with some balance sheet 
reduction providing some negative 
flavor on growth and activity as their 
“normalization” schedule winds down.

Therefore, one could argue that a 
good portion of the rise in yields 

has already occurred because the 
market's pricing mechanism has already 
discounted recent improved economic 
growth, a moderate increase in inflation 
and increased Treasury supply owing to 
Trump’s deficit spending (see 2nd chart 
on this page and 1st chart on the next 
page). 
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With further policy tightening, 
the yield curve should continue 

to flatten, especially so because 
the 10yr yield may plateau on and 
actually decline early next year. The 
recent steepening of the yield curve 
was caused by an uptick in the term 
premium due to concerns about the 
rapid wage growth in the past two 
months (see 2nd and 3rd charts on this 
page).

Developments on the wage front 
will need to be monitored closely, 

with any upside surprises potentially 
putting upward pressure on core 
inflation, and subsequently, on yields. 
Taking the midterm election results into 
consideration, there could be potential 
boost from fiscal policy in the area of 
infrastructure, which requires both 
political parties to work "across the 
aisle." We assign a fairly high likelihood 
that this will happen. That could boost 
wage growth or at least keep the jobs 
mills rolling. 

This rising data point in fact is what is 
vexing to the Federal Reserve Bank. 

During last week’s FOMC Q&Q session, 
the surging wage growth was pointed 
out to Mr. Powell, and to the surprise 
of many in the session hall, he off-
handedly mentioned that wage growth, 
if it continues to grow, may eventually 
lead to “restrictive policy”. That 
unnerved the risk markets, and over the 
next three weeks, more than $3 trillion 
worth of assets went down the drain. 
That comment from Mr. Powell may 
have been injudicious but we cannot 
exactly put him at fault because wage 
growth had just shown its strongest 
back-to-back growth in a decade (see 
3rd graph on this page).

But is appears to us that the Fed 
only sees the sunny side, but 

in reality it is raining on the other 
side of the street. While there were 
virtually no surprises in last week's 
FOMC statement -- at least relative to 
expectations -- stock markets reacted 
badly immediately after. The hawkish 
market reaction suggests that the Fed 
did in fact say something that was 

unexpected, although parsing the 
statement shows the central bank was 
showing a happy face. From the part of 
the statement describing the economy, 
the Fed sees:

“...the labor market has continued to 
strengthen and that economic activity 
has been rising at a strong rate. Job 
gains have been strong, on average, in 
recent months, and the unemployment 
rate has declined. Household spending 
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has continued to grow strongly, while 
growth of business fixed investment has 
moderated from its rapid pace earlier in 
the year.”

The Fed and the FOMC are seeing a 
Goldilocks scenario. Even the one 

parameter it mentioned as weakening, 
business fixed investment, did so from a 
previously "rapid" pace. So it looks like 
the US economy looks fine with the Fed, 
and there is no reason to deviate from 
their tightening regime.

There is one data series that is 
looking ominously grim -- the 

housing market. Housing IS the business 
cycle – economist Edward E. Leamer 
famously declared in 2007.  His research 
showed that of the components of 
GDP, residential investment offers 
by far the best early warning sign of 
an oncoming recession. Since World 
War II we have had eight recessions 
preceded by substantial problems in 
housing and consumer durables. We 
have done our research and came out 
with a simple model which replicates 
some of Mr. Leamer’s findings. We used 
the US mortgage rate as proxy for all 
the sub-data which negatively impact 
the housing market, and came out with 
a reasonably good forward-looking 
indicator (see 1st chart on this page).

The Fed is ignoring these metrics 
but we believe that the housing 

market will continue to spiral lower 
over the next 8 months at least (the 
implied lead of the mortgage rate over 
house prices). That tallies well with 
our thesis that the Fed will continue 
with the tightening regime, even as 
the housing market gets progressively 
worse. By the end of 2019, there will 
be a reckoning, as a slowdown being 
flagged by the housing market now 
gets even worse. We could have a 
growth recession in H1 2020.


