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RUDE FINANCIAL CORRECTION NOT LIKELY TO 
SIDETRACK SOLID ECONOMIC MOMENTUM 

   

The abrupt U.S. stock market correction that has spread internationally follows a 
dramatic surge in stock valuations that ran ahead of building economic momentum 
and elevated confidence, while bond yields remained far too low relative to the 
economic fundamentals.  Although corporate profit gains were strong, stock indexes 

increased faster, lifting P/Es to recent highs.  Perhaps a gradual rise in bond yields, as 
the Fed normalized rates in 2017, would have tempered the recent sharp run up in stock 
valuations.  Unfortunately, markets tend not to adjust gradually.  Although bond yields 
drifted up in December-January, the Employment Report s jump in wages triggered an 
instantaneous 10 basis point rise in U.S. bond yields and abruptly ended the bond 
markets  complacency and the stock market euphoria. 
 
This stock market selloff is unlikely to harm economic performance, unless it 
persists sufficiently long to generate a meaningful decline in consumer and business 
confidence.  We believe the underlying cyclical economy is sound fundamentally, with 
few troublesome imbalances, low unemployment, building momentum in business 
investment and strong profits.  A key concern focuses on confidence, which since early 

2017 has been a positive force supporting economic momentum (Table 1).  As we have 
shown empirically, when confidence measures are as elevated as they have been since 
early 2017, they are reliable predictors and pointed toward stronger economic activity 

correct:  consumption has been growing faster than disposable income and business 

fixed investment has grown solidly.   
 
Now, if confidence falls materially for several consecutive months some of the 
steam would be taken out of spending and investment.  As such, the confidence 

measures deserve close scrutiny in coming months.  At the same time, however, 
remember that the Tax Cuts and Jobs Act will raise consumer take home pay, lower 
taxes on business income and provide incentives to invest and expand.  With these 
positive offsets, we do not expect this stock market correction to materially depress 
confidence or derail the economy.   At this writing, the stock market correction has 
mer  
 
The Fed is closely observing financial market behavior, but is highly unlikely to 
respond.  Monetary policy is already easy and financial markets are flush with liquidity, 

as reflected by over $2 trillion of excess reserves in the banking system.  New Fed Chair 
Jerome Powell is a seasoned businessman and policymaker the Fed is expected to be 
even-keeled.  This is likely a stock market correction and not a financial crisis.   
 
In the current context, two financial market corrections in history provide important 
insights.  The 2013 taper tantrum triggered when Fed Chairman Bernanke 
surprised the markets in May 2013 when he indicated that the Fed would eventually 
need to taper its quantitative easing involved a 100 basis point rise in bond yields 
during the next four months.  In response, while the housing market was adversely 
affected, other sectors improved and the pace of economic growth was unaffected.   
 
The stock market crash of October 1987 was more interesting and instructive.  It 
followed and was in response to the Fed s aggressive rate increases that were an 
explicit attempt to prevent the U.S. dollar from falling.  From April 1987 until October, 
the Fed increased the Fed funds rate from 6% to 7.25%, way above inflation (which was 
rising from 3.7% to 4.4%), and 30-year bond yields rose from 8.25% to 9.6%--5+ 
percentage points above inflation).  It was a clear case of excessive monetary tightening  
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for the wrong reason to prop up the dollar.  On Black Monday, the stock market 
plummeted 22.6%--approximately 5 times more than yesterday s fall and stayed close to 
its low level for 3 months before rebounding.  The day following the crash, Fed Chairman 

Greenspan lowered the Fed funds rate and provided liquidity to markets.  Tellingly, even 
after this traumatic and elongated market correction, economic growth was little 
affected in fact, real GDP actually accelerated a bit.  The Fed reversed course in Summer 
1988, resuming rate increases. 
 
While presently international stock markets are mirroring U.S. markets, as they always 
do, there is no reason to expect these corrections will harm global economic 
performance.  Importantly, the economies in Japan, most EU nations and many 
emerging nations have improved fundamentally.  Economic growth, employment and 
profit trends are strong; inflation levels are favorably low; central banks are maintaining 
easy monetary policy and financial markets are flush with liquidity.  Advanced nations  
stock valuations tend to be lower than in the U.S.  This is a corrective response to the U.S. 

stock market and not a financial crisis.  One point of caution is interest rates and bond 
yields remain far too low in most nations relative to their solid economic performance
most notably in Japan, Germany and Switzerland and bond yields can be expected to 
rise.  Gradual increases will be taken in stride, but abrupt rises may jar financial 

markets.  Global central banks are very aware of this and will purposely avoid policy 
changes that would jar markets. 
 
Speculating on the near-term direction of the stock market is presently capturing a lot 
of attention, but it is important to look ahead and focus on the underlying fundamentals 
driving the U.S. economy, while trying to incorporate the anticipated impact of the stock 
market correction.  
 
 
 

Table 1: Key business and consumer sentiment indexes 

 
Note: *Percentile of the January value of indicators relative to history of each respective series. +As of December 2017. Source: Institute for 
Supply Management, Federal Reserve Banks of Philadelphia, New York, Kansas City, Richmond and Dallas, National Federation of Independent 
Business, National Association of Home Builders, University of Michigan, The Conference Board, and Berenberg Capital Markets 
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Our Broader Perspective on U.S. Economic Performance 
 

*Stronger economic growth will push interest rates and bond yields higher, and 
inflationary expectations will rise as wages accelerate and inflation drift up. 

 
*Consensus continues to underestimate the positive economic implications of 
deregulation and some of the reform aspects of the Tax Cuts and Jobs Act will combine to 
lift potential sustainable growth.  
 
*Elevated confidence is lifting consumption and investment, and positive responses to the 
Tax Cuts and Jobs Act are beginning to unfold.  The abrupt stock market correction is 
unlikely to outweigh the positive trends and materially jar confidence measures. 
 

   a pickup 
in capital spending and productivity will constrain unit labor costs as wages rise and the 
economy will not overheat in 2018. 
 
*Accelerating nominal GDP growth will generate increases in both product demand and 
wages.  In 2018, 5% nominal GDP growth will be 3% real, 2% inflation. 
 
*Inflation will be tugged and pulled by offsetting factors:  stronger aggregate demand will 
provide flexibility for businesses to lift product prices, while ongoing technological 

competition will constrain measured inflation. 
 
*The anticipated rise in the Fed funds rate and bond yields will not unhinge the 
economy.  The Fed s rate increases are removing the prior accommodation and the Fed s 
policy remains easy, particularly in light of its still-massive balance sheet. Further bond 
yield increases will be financial adjustments that reflect healthy economic performance 
and will not harm growth unless they rise dramatically further. 
 

  continuing gradual rate increases and balance sheet unwind; and 
raising economic growth forecasts in response to stronger structural growth in the mature 
stage of a cyclical expansion. 
 

2018 vs. 2017 
 
2017 was marked by synchronized strong global growth, accelerating global trade and 
profits; despite elevated confidence and the low unemployment rate, the failure of average 
wages to accelerate and the decline in inflation resulted in a flattening yield curve as the 
Fed gradually raised rates.  By year-end 2017, bond yields were too low relative to the 
economic momentum, high confidence and the positive prospects that the Tax Cuts and 
Jobs Act would boost growth. 
 
2018:  Despite the rude stock market correction, we continue to anticipate that economic 
momentum will build, driven by the ongoing deregulation and tax legislation that 
combines reforms that will lift potential growth plus deficit spending fiscal stimulus; 
wages will rise in response to tightening labor markets and accelerating product demand; 
inflation will drift up; bond yields will rise; and stock markets will calm down, and be 
influenced by the offsetting factors of stronger after-tax profits and higher bond yields.   
 

Strong economic momentum and elevated confidence create a solid basis for 
expecting positive responses to the Tax Cut and Jobs Act  
 
Confidence remained elevated throughout 2017, despite failure of Congress to reach an 
agreement to reform health care, the delays in tax reform and the ongoing un-Presidential 
behavior of President Trump and negative headlines he generated.    
 
Early in 2017, our empirical research showed that while measures of consumer confidence 
and the ISM over time provide little value-added in forecasting real outcomes, when 
confidence is very elevated it provides powerful predictors of future activity.  Consistent 
with these findings, 1) real consumption has grown faster than real disposable personal 
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income as the rate of personal saving fell to 2.4% in December, its lowest measure in over 
a decade (Chart 1), and 2) businesses have responded positively to the elevated 
confidence:  durable goods orders and shipments strengthened and real nonresidential 
fixed investment rose 6.3% in the year ending 2017Q4, a marked acceleration from its 
meager 0.3% and 0.7% year-end increases in 2015 and 2016 (Chart 2).   
 

Chart 1: Real private consumption and disposable income growth and Conference Board consumer 
confidence index 

 
Source: The Conference Board, Bureau of Economic Analysis, and Berenberg Capital Markets 
 

Importantly, anecdotal evidence shows convincingly that the jump in business 
confidence and investment spending stemmed largely from the easing of regulatory 
burdens in a wide array of non-financial industries.  Among other measures, NFIB 
surveys indicate a significant lessening of concerns about government regulatory burdens, 
which increases efficiencies in production, and by reducing uncertainties, is leading 
businesses to expand and invests.  While difficult to measure, this policy regime shift along 

with tax reform will lift potential sustainable economic growth.   
 

Chart 2: Real business fixed investment 

 
Source: Bureau of Economic Analysis and Haver Analytics 
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Our forecast of 3% real GDP growth in 2018 and 2.7% in 2019, which rests on the positive 
impacts of the easing of burdensome regulations plus the tax reform and fiscal 

.  The risks to the 
economic outlook would tilt down if the confidence numbers are materially damaged, 
or if consumers and businesses do not respond to the tax cuts which we consider 
highly unlikely. 

 
-US) and most conventional macro 

models used by private sector forecasters do not capture the array of micro regulatory 
changes that are unfolding in the non-financial sector.  The change in the regulatory 
environment is one reason why the Fed s FRB-US model under-estimated economic 
growth in 2017 (and likely will do so again in 2018), after over-estimating it in virtually all 
prior years.   
 
Although combined into one piece of legislation, we view the Tax Cuts and Jobs Act as 
having two general impacts:  some of its reform components, particularly the reforms 
of the corporate tax system, will lift potential sustainable growth, while other 
components, particularly on individual taxes, deficit spending fiscal stimulus will have 
a temporary boost to economic growth, with the biggest impact occurring in 2018 and 
then beginning to fade in 2019.  In real time, nobody including the Fed--will know how 

much of the pickup in growth is sustainable and how much is temporary.  While the 
corporate tax reform initiatives are welcome improving the structure of the U.S. tax 
system is welcomed anytime the implementation of pro-cyclical deficit spending fiscal 
stimulus during the mature stage of the economic expansion is untimely in a cyclical 
sense. 
 
While we believe the forecasts of the Trump Administration that 3% real growth will be 
sustained throughout a 10-year projection period are too aggressive, we do project a 
moderate rise in sustainable potential growth.  Many forecasters, who still perceive that 
the tax legislation is simply fiscal stimulus that will have a minor lasting impact, will likely 
be surprised. 
 

Stronger Healthy Growth vs. Over-heating 
 
There is an important distinction between healthy stronger growth associated with 
increasing capital investment and rising productivity and over-heating generated by an 
acceleration of aggregate demand relative to productive capacity.  In the former, rising real 
output that involves solid increases in capital investment that embodies technological 
innovations expands productive capacity and sustainable real growth in output, wages, 
profits and standards of living. In the latter, mounting inflation does not add to sustained 
increases in real output or wages, and rising inflationary expectations must be throttled 
by a vigilant central bank.   
 
This may prove to be an over-simplified distinction because in real time, productive 
capacity and potential growth are notoriously difficult to estimate.  However, we are 
encouraged by the pickup in capital spending and productivity in 2017, and expect strong 
gains in 2018. We anticipate that any negative impact of the stock market correction on 
business confidence will be offset by the influences of the tax cuts and financial 
incentives to invest and expand.  Gross business investment is measured directly in GDP 
that lifts productivity and mitigates the impact of rising wages on unit labor costs (Chart 
3).   
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Chart 3: Real nonfarm labor productivity and compensation per hour 

 
Source: Bureau of Labor Statistics and Haver Analytics 
 

While many in financial markets interpret rising wages as signs of pending higher 
inflation, the economic outcome may be more sanguine, as rising real wages reflect 
stronger productivity gains.     

 
The Acceleration of Nominal GDP Growth 
 
One clear trend that emerged in the second half of 2017 was an acceleration of nominal 
GDP, the broadest measure of current dollar spending in the U.S. economy.  It rose 5.1% 
annualized, driven by a combination of consumption and business and residential 
investment.  In fact, nominal final sales to private domestic purchasers rose 5.5% 
annualized in H2, as business inventory building was reduced by stronger-than-
anticipated sales.   
 
The particularly strong momentum in Q4 and December, in particular, is expected to carry 
into 2018, as consumer spending is expected to respond positively to the tax cuts and 
businesses are expected to increase production to meet the stronger product demand, 
rebuild inventories and pursue expansion plans.   
 
We project nominal GDP to grow 5% in 2018.  Of that growth in nominal spending, we 

project 3% will be real and 2% inflation.  Employment is projected to continue to grow 
solidly, while productivity is expected to accelerate, reflecting the stronger capital 
spending driven by the more favorable regulatory environment and tax policy changes. 
 
However, some of the pickup in nominal spending growth will reflect the temporary 
impact of the fiscal stimulus, and if nominal GDP growth is sustained in 2019, we expect 
inflation pressures would mount.  Even with the favorable view of the positive impacts of 
deregulation and tax reform on sustainable economic growth, we estimate potential 
growth as slightly below 2.5%, and inflation would rise gradually to the extent that 
nominal spending exceeds that rate. 
 

Cross-cutting Influences on Inflation:  Expect Modest Upward Pressure 
 
Inflation has remained low in recent years
target because generally moderate nominal spending growth has constrained business 
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pricing power, while technological innovations have reduced quality-adjusted measures 
of inflation and heightened pricing competition and more efficient distribution of goods 
and services has lowered prices of many goods and services, the so-

   
 
Wage increases did not accelerate in 2017 despite low unemployment because the 
moderate growth in aggregate product demand constrained price and wage setting 
behavior and there was a ready supply of labor for relatively low skilled job positions that 
had constrained average wage gains measured across all 150 million workers.   
 
In 2018, stronger aggregate demand, as reflected by the persistence of 5% nominal GDP, 
should provide businesses more pricing power and more flexibility to grant higher 
wages.  Higher oil and energy prices will add to near-term headline inflation.  Also, several 
factors that had a one-time impact on measured inflation in 2017, like the sharp one-time 
reduction in measured prices of cell phone usage--will roll off year-over-year measures of 
inflation.  Countering these factors that will place upward pressure on inflation, 
technological innovations and further efficiencies in distribution and intense competition 
will provide constraining factors.  Weighing these various factors, we project core PCE 
inflation to rise to 1.9% by year-end 2018 and rise further to 2.1% in 2019. 
 
We estimate that average wage increases will rise to 3.25% in 2018. This is based on a 
Phillips Curve model that is augmented by nominal GDP that captures product pricing 

How much can US wages rise?   As employment 
continues to rise, the supply of semi-skilled workers will be absorbed, and then wages will 
rise, lifting average hourly earnings. In anticipation of accelerating wages, a common 
question is whether they will impinge on corporate profits.  With no pickup in either 
productivity or aggregate product demand, the answer would be yes. However, if the rise 
in wages is associated with productivity gains, the answer is no:  wages that reflect 
productivity gains do not involve a rise in unit labor costs of production, and faster 
nominal spending growth provides businesses on average flexibility to raise product 
prices and maintain margins. 
 

Bond yields should rise further as an adjustment to healthy economic growth 
 
By late 2017, even following four Fed rate hikes from December 2016 to December 2017 
and the beginning of its balance sheet unwind, bond yields remained at 2.4%, far too low 
relative to the significant momentum that had built in the economy and even modest 
inflation (Chart 4).  As we described (see The Flat Yield Curve: Not Predicting Slowdown
January 4, 2018), yields stayed low because inflation fell and wages failed to accelerate, 

internationally.  We project bond yields will rise in response to pickups in wages and 
inflation, but tempered by the attractiveness of U.S. yields relative to sovereign yields in 

  A word of caution is in 

order:  if global portfolio managers expect that the U.S. dollar will depreciate further
perhaps because the Trump Administration signals that it is OK with a lower dollar then 
rates may rise further than they would otherwise. 
 
Even if 10-year Treasury yields reach 3.5%, they should not dent economic momentum. 

 
The Fed Will Face Important Challenges in 2018 

 
We believe because the current stock market correction is not a financial crisis and there 
is sufficient liquidity in the financial system, the current situation does not require any 
Fed response, just careful monitoring. 
 
The Fed was as surprised as most financial market participants that bond yields remained 
so low and the curve had flattened so much in 2017, and the Fed did express concern about 
high stock market valuations.  The Fed favors gradual adjustments, but markets do not 

always behave.  The jump in bond yields that triggered the stock market correction makes 

the Fed more vigilant, but under current circumstances, it sees no need to intervene.    
 

 

https://eqr.berenberg.de/showdoc/fa14d4fe2f19414de3ebd9f63d5c0169
https://eqr.berenberg.de/showdoc/6ada64ca3649f1f77100fd36e0814a74
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Chart 4: Nominal GDP and 10yr UST yield 

 
Source: Bureau of Economic Analysis, Federal Reserve Board and Haver Analytics 
 

 
The Fed in December maintained its forecast that three rate increases would be 
appropriate in 2018, but 
(measured Q4/Q4) that seems low, and a very gradual upward drift in inflation.  The 
next FOMC meeting is in late March, which provides the Fed time to monitor markets and 
scrutinize initial economic data and confidence surveys post stock market correction.  We 
expect the Fed will raise rates at its March meeting; even amid the stock market correction, 
the Fed funds futures continues to predict (69%) the Fed will hike.  
  
The Fed must gauge economic conditions as the tax reform-fiscal stimulus is 
implemented, and make an assessment of how much of the growth is sustainable and how 
much is temporary and will fade.  The potential impact of the stock market correction on 

business and consumer confidence adds an additional dimension.  Although this issue 
may seem time-inappropriate in the midst of a stock market correction, we expect the Fed 
will revise up its economic forecast in March or at its June meeting at the latest.  

Chart 5: Fed funds rate and core PCE inflation 

 
Source: Bureau of Economic Analysis, Federal Reserve Board and Haver Analytics 
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the realisation of these. 
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may be restricted by law, and persons, into whose possession this document comes, should inform themselves about, and 
observe, any such restrictions. 
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Copyright 
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Isabella Fantini +1 646 445 4861 Peter Nichols +1 646 445 7204 Tiffany Smith +1 646 445 4874 Brett Smith +1 646 445 4873

Shawna Giust +1 646 445 7216 Kieran O'Sullivan +1 617 292 8292 Bob Spillane +1 646 445 5574

Rich Harb +1 617 292 8228 EVENTS

Zubin Hubner +1 646 445 5572 CRM Patricia Ehrhart +1 646 445 4863

Jessica London +1 646 445 7218 Laura Cooper +1 646 445 7201 Mickey Levy +1 646 445 4842

Ryan McDonnell +1 646 445 7214 Roiana Reid +1 646 445 4865

EQUITY SALES SALES TRADING

ECONOMICS

BERENBERG CAPITAL MARKETS LLC

ECONOMICS

JOH. BERENBERG, GOSSLER & CO. KG

ELECTRONIC TRADING

EQUITY SALES

EQUITY RESEARCH

EQUITY TRADING


