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Where is the Growth or Inflation? 

The Federal Reserve board members at their most recent FOMC meeting raised their GDP estimate for 2017 to 

2.4% from 2.2%.  A look at the Federal Reserve Bank of Atlanta’s GDPNow forecast for the third quarter of 2017 

started with a forecast of 4.0% in early August and has moved down to a current forecast of 2.7% growth.  The 

Federal Reserve Bank of New York’s Nowcast for the third quarter of 2017 currently forecasts 1.5% growth, 

whereas in early August it stood at 2.0%.  The fourth quarter of 2017 began September with a forecast at 2.7%, 

and now stands at 2.0%.  Lack of reform has held real GDP growth at an average of 2.1% over the last five years. 

Real GDP Y/Y 
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Federal Reserve Chair Yellen spoke at the National Association for Business Economics to discuss the uncertainty 

of the economy and monetary policy.  She concedes that she and her colleagues “may have misjudged the 

strength of the labor market... or even the fundamental forces driving inflation.”  The Federal Reserve in its most 

recent projection for the core PCE deflator lowered its forecast for 2017 to 1.5% from 1.7%, and lowered the 2018 

forecast to 1.9% from 2.0%.  The most recently reported figure for August showed a one year change of only 1.3%.   

Core PCE Deflator now 1.3% 
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We see little evidence of either inflation or growth.  Yet Chair Yellen concluded: “But we should also be wary of 
moving too gradually. Job gains continue to run well ahead of the longer-run pace we estimate would be 
sufficient, on average, to provide jobs for new entrants to the labor force. Thus, without further modest increases 
in the federal funds rate over time, there is a risk that the labor market could eventually become overheated, 
potentially creating an inflationary problem down the road that might be difficult to overcome without triggering 
a recession. Persistently easy monetary policy might also eventually lead to increased leverage and other 
developments, with adverse implications for financial stability. For these reasons, and given that monetary policy 
affects economic activity and inflation with a substantial lag, it would be imprudent to keep monetary policy on 
hold until inflation is back to 2 percent.”  
  
Effective Fed Funds Rate 
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The “average” person feels they’ve recovered from the great recession. Median Real Household Income in 2016 
reached $59,039 a new peak above the $58,665 reached in 1999.  
 
Real Median Household Income 
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That’s good, but the stock market has almost doubled since 1999, even on an inflation adjusted basis. 
 
Stock Market Inflation Adjusted Index 
 

 
 

Source: Wilshire Associates, Bureau of Labor Statistics 
 
The IMF will provide an estimate for World Nominal $ GDP next week, which is the basis of US corporate earnings 
growth.  2017 will probably be adjusted upwards as the US $ weakened during the year, and that provided a boost 
to $ GDP and corporate profits.  It is less clear where the dollar will stand in 2018 from current levels.  
 
US Dollar Index vs Major Currencies 
 

 
 

Source: Federal Reserve 
 
While the Fed and markets have generally been laudatory towards the economy’s performance, we think the 
economy could have grown faster with better leadership.   We look forward to the regime change that’s likely to 
occur in the coming months and New Year, and the structural reform that it may bring. 
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One leading candidate to replace Janet Yellen is Kevin Warsh, a former Fed governor who could help cut 
regulations and increase lending.  It is unclear how he might change the monetary policy paradigm, or whether he 
will lean on the in house views.  But it is clear that he is open to different perspectives than the prevailing 
academic view of Yellen/Bernanke/Fischer that has held sway. 
  
The Federal Reserve raising rates has not effected the real economy much, if at all.  The Chicago Fed’s National 
Financial Conditions Index has not changed much and remains near all-time lows, indicating loose conditions. 
 
National Financial Conditions Index 
 

 
 

Source: Federal Reserve Bank of Chicago 
 
Actual business credit growth has softened to 5.6% in June 2017 from 7.3% at June 2015. 
 
Non-Financial Business Credit Y/Y 
 

 
 

Source: Federal Reserve – Flow of Funds 
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When looking at the economy without the federal deficit spent, nominal GDP growth is now just $2 billion of a 
$19.2 trillion U.S. economy.   If it weren’t for the credit provided to both the government and the private sector 
there might be no growth.  But misallocation of credit to government and large corporations, who have favored 
share repurchase over capital investments, is just as likely to be a cause for this lack of growth.  Much has been 
made of the recovery under Obama, but viewed this way there’s been little net organic growth to the economy. 
  
Net Organic GDP (Nominal GDP with Federal Deficit) 
 

 
 

Source: Convector Capital Management, Bureau of Economic Analysis and U.S. Treasury Dept. 
 
We reiterate the difficulty for the Federal Reserve to navigate the uncharted territory of balance sheet 
normalization and raising near zero interest rates.  With many seats to be filled there is a good opportunity for the 
Trump administration to revamp the thinking at the Federal Reserve and throughout government.  Given little 
evidence in real growth that the Fed has been able to provide through stimulus, new thinking is welcome. 
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