2018 Economic Outlook
Economists and their forecasts are notorious for not forecasting important turning points in the economy
and financial markets, especially at the end of a cycle. These forecasts are constantly updated, and the
updates are probably more important as I can track the trend in the changes: are they improving,
deteriorating, or staying the same. This is why I do a monthly market forecast, and a quarterly economic
outlook. The outlooks can help us be more aggressive, or more cautious.
The forecasts, estimates below are a consolidation from 2018 outlooks from Barron’s,
WSJ, Fortune, BusinessWeek, Charles Schwab, Merrill Lynch and my analysis of economic, business,
and investment trends.
Summary
Many economists, analysts and myself were surprised to see a rebound in global and U.S. growth.
Personally I thought the commodity collapse of 2014 and its impact on slowing the growth of the global
economy would continue.


Many businesses and business owners, investors, traders and some analysts remain bullish
regarding the President and his administration’s pro-growth, pro-business approach for the
country.



The President has been lowering regulations where he can; businesses love this. We must
remember that there were reasons for these regulations, and eliminating them does not eliminate
the risks (to water, air, financial system….) that regulations help reduce.

The President did pass major legislation that focuses on large tax cuts for businesses.


The U.S. economy is basically in good shape and does have tailwinds: low inflation, job growth,
high consumer and business confidence. Most economists forecast a modest increase in GDP
growth. More on this in the GDP and Tax section.



Many analysts and economists point to a synchronized global economic recovery that is helping
the global economy and markets. Most economists believe the synchronized global economic
recovery should continue. I write more about this in the Global Economy section.

•

Earnings are expected to increase in 2018. I will write more about this in my 2018 market outlook
that should be out in about 2 weeks.

Many investment experts and financial planners are telling their clients to invest overseas because U.S.
markets are too expensive.


In this economic cycle, most of the risks facing the U.S. were external. This year those risks
remain, but this year we have risks from our economy. The domestic risks are examined in the
sections below.

GDP & Tax Cuts and Reform
The U.S. economy has averaged about 2% growth for this economic cycle that started in 2009.
The charts below includes an average 2018 GDP forecast from approximately 60 economists:

Source: WSJ

These forecasts are constantly updated. The red lines are the estimates. The gray columns are the actual
growth rates. Again, it’s important to track the change in forecasts.
The consensus GDP forecast for 2018 is about 2.4% growth.
Most economic cycles last about 5.7 years. If this cycle ends in 2018, this economic cycle would be an
unusual 9 years. An economy that has grown 9 years without a recession is a very good thing.

SOURCE: National Bureau of Economic Research, John Burs Real Estate Consulting

Tax Cuts and Reform
Last month, the President in a speech told a crowd in Missouri that the Republican tax plan would be
“rocket fuel” for the economy. The $1.5 trillion tax law was passed and most economists forecast a slight
improvement short-term, longer term there would not be a boost but the large deficits and debts from the
tax plan could cause economic problems.
A major problem for the tax plan is that it’s a big gamble because the plan is so late in the cycle, and the
lower taxes mean less revenue and bigger deficits and debts. The increased financing needs will probably
increase interest rates, increase the interest rate costs on the national debt, and crowd out the corporate and
municipal debt markets.
In 2017, the total expenditures of the U.S. Government was $4.147 trillion. In 2018, spending is likely to
go up to pay for all the natural disaster relief (wild fires in California, Hurricanes in Houston, Florida, and
Puerto Rico), an increase in military spending (in 2016 total military spending was about $814.10 billion
and will grow to about $916.50 billion in 2019), and more baby boomers will apply for Social Security and
Medicare. Spending could grow to about $4.4 trillion.
In 2017, tax receipts, revenue is about $3.46 trillion leaving a deficit of about $688 billion. With the tax
cuts, revenue will drop to about $3.36, while spending increases. This means deficits could grow to over $1
trillion. This would be added to our debts. The national debt is about $20 trillion. This would be like taking
a pay cut, but you plan to spend much more using your already high balance credit cards.
Below are projections for our deficits:

If we go into a recession, we will have less tax revenue and unemployment insurance would cause the
deficits to explode, much more than the projections above.

Again, the deficits also mean that we will have to borrow more and this could put upside pressure on
borrowing costs because of the growing demand to finance our debts. Here is a forecast of our borrowing
needs over the next few years:

The borrowing needs of the treasury will grow to almost a $ 1 trillion over the next few years.
Tax cut stimulus has not been tried this late in a cycle. Reagan had his first tax cut in 1981, the beginning
of the economic recovery of the 1980s (tax reform legislation was not passed until 1986). George W. Bush
also got his tax cuts early in the economic cycle of the first decade of the 2000s. If we get a recession (we
will eventually, and it will probably be sooner than later) then revenues will decline because of a
contraction in the economy, and unemployment insurance will increase and the deficits will probably
explode even more. The belief that economic growth will pay for the tax cuts has never happened before
and has a low probability of happening this cycle, and most economists agree.
Below is a chart that shows GDP after each tax cut:

Again, tax cuts impact on the economy is mixed, and it does not have a long-term stimulative effect. Also,
notice that as time goes on, the economy gets bigger and growth slows, proving the law of large numbers.
In 1964 our economy was about $700 billion. At the start of the 1980s, the U.S. economy was about $2.7
trillion. Today the economy is close to $20 trillion. A $20 trillion economy will not grow as fast as a $700
billion economy.
I did write about tax reform and the economy. Click here to study the report. Below are a few charts from
the report that are key to understanding the impact of the Presidents tax cuts and reform. Many of the
President’s supporters are anticipating millions of high paying jobs, but the image below shows where the
money went in the last tax repatriation in 2004. Some corporations did do some hiring, but there were no
pay raises for labor (there were raises for executives).

Most of the money was used to help shareholders (share buybacks, raise dividends, pay down debt).
Economists know this and understand that the multiplier effect (how many times a dollar will recirculate)
of corporate tax cuts is low.

According to the above image, tax cuts have the lowest multiplier effect among fiscal policies. It’s not
surprising to see that most economists are forecasting a small increase in economic growth from the tax
cuts.
Now is not a good time for these tax cuts because they won’t create the millions of high paying jobs the
President’s supporters are counting on. Again, if we go into a recession, and it’s a matter of time, the
deficits could explode and our debts will grow.
The tax cuts should help corporate coffers and earnings, more on this in my 2018 market outlook.
Most economists don’t expect a recession for 2018:

Source: WSJ

As I mentioned above, economists and analysts don’t have a good track record of calling important turning
points in the economy and markets. In January 2007, the forecast for a recession was only 30%; in 2009,
the forecasts jumped to 100%, when we were in a recession. Admittedly, forecasting the future is
extremely difficult.
Recession probabilities did move up in 2016 and fell last year.
Unemployment
Here is the consensus forecasts’ for unemployment:

Source: WSJ

The unemployment rate fell about 50% since the start of the Great Recession. Full employment is
considered about 5%, so we’re at full employment.
Economists expect the unemployment rate to stay at these lower levels for the next few years.
Since unemployment is so low, employers will probably have to raise wages to attract and retain workers.
This could put upward pressure on inflation.
Full employment is normally a sign of the late stages of an economic cycle.
Consumer, Retail, and Housing

The consumer is about 70% of the economy, and the consumer is spending, using their credit cards and
saving less.

Source: ECONODAY

Spending is growing in 2017, but its growing faster than incomes.
Consumers are using their credit cards to spend more:

And, the savings rate is falling:

Savings normally spike when there is a recession or economic uncertainty like the 2008, 2009 global
financial crises. As the economy and markets improve, consumers have more confidence especially when
they see their home values and 401Ks increasing and they tend to save less and spend more. These are
signs of the late stages of an economic cycle.
Even though most home prices have doubled since the depths of the financial crisis, home sales are
surprisingly strong:

Source: ECONODAY

Lack of savings, using credit cards to spend in not sustainable. As always, we will keep a sharp
eye on the consumer.
Oil
Oil supply and demand are finally in equilibrium. Demand has grown and OPEC has had the discipline to
cut back on production.
Below is a global oil supply, demand chart:

Source: International Energy Agency.

In 2015, global oil demand was about 94.40 million barrels a day, Mb/d, and supply was 96.4, a 2 Mb/d
surplus.
Currently, demand has grown to about 98.2 Mb/d, and supply is short of demand, 98.1.
Below is the consensus oil price forecast for 2018:

Source: WSJ

The current consensus forecast for oil is about $56 for 2018. If we have any supply disruptions due to wars
in the Middle East, Africa, terrorist attacks on oil fields, labor strikes, oil spills, weather including
Hurricanes in the Gulf of Mexico, prices could spike higher

Inflation
Below is a chart that shows the trend and 2018 forecast for inflation:

Source: WSJ

Inflation has been about 2% for much of this cycle, and has been below that the last few years.
Economists see inflation rising due to rising oil prices, tight labor markets, wage increases, and a shift from
monetary policy (money supply and interest rate focus) to fiscal policy (government spending, taxes).
Higher inflation will probably mean higher interest rates.
Interest Rates

Since the end of 2015, the Federal Reserve has raised the Fed Funds 5 times from .25% to 1.5%.
Economists expect the Fed to hike rates three times in 2018 to 2%.

Source: WSJ

Besides rising rates the Federal Reserve is starting to reduce its balance sheet. Without purchases
and the supply of government bonds from the Fed’s balance sheet, most interest rates will also
rise. Other central banks around the world are expected to reduce their balance sheets.

Rising rates and global central bank balance sheet reductions could hurt global liquidity and be disruptive
to the global economy and markets.
Below is the forecast for the 10-Year Treasury:

Source: WSJ

Economists see the 10-Year at 2.93% by the end of next year.
The U.S. is shifting from monetary stimulus (low rates and quantitative easing) to fiscal stimulus (tax cuts,
infrastructure spending, reduce regulations). As I wrote above, this shift could be disruptive to the global
economy and markets.

In summary, the risks for our economy include:


Rising oil prices, and interest rates, and potentially higher inflation from oil and pressure on
wages.



A shift from monetary to fiscal stimulus. Tax cuts will not have the stimulus effect that the
President and his administration are promoting.



Rising deficits and debts.



Consumers are increasing their credit card debt and they have reduced their saving.



Expensive assets, from bitcoin, debt and equities. A major correction could reduce corporate and
consumer confidence.



We are very late in this economic cycle. Signs of the late stages of this economic cycle include:
length of this cycle, rising interest rates, rising oil prices, full employment, consumers are saving
less and borrowing more. .



For 2017, we were concerned that the President would start trade wars with some of our
significant trade partners. Fortunately, this did not happen, but the trade wars are still on the table.



Global economic and geopolitical risks.
Brief Global Outlook

I keep hearing on the cable financial news that we have a strong global synchronous economy, and that is
one of the main reasons why the bull market got a second wind, and why investors should invest in
expensive stocks. But, if we look at the economic growth numbers around the world they aren’t
impressive. Most large economies around the world are forecasted to have lower growth next year,
smaller and lower income countries are expected to continue to have growth. Below are the global
economic trends from the IMF:

As the IMF chart shows, most economies grew from 2016 to 2017. Growth is expected to slow next year
for most major economies. The U.S. is expected to grow slightly next year. Again, emerging markets and
low income economies are expected to grow in 2018.
As I wrote in the previous section, most major global central banks will begin reducing their balance
sheets. This could be disruptive to the global economies and markets, and cause less global liquidity.
Below are some of the risks the U.S. and world faces:


North Korean nuclear threats



Iranian nuclear weapon and Middle East influence ambitions



China and its huge debts, slowing economy, military ambitions, and potential trade wars



Venezuela has major problems as it has become a dictatorship and has major economic and social
problems. Venezuela has the largest oil reserves in the world. The world can’t afford to lose their
oil production.



Continued global terrorist attacks by Islamic extremists.



Brexit



As written in the previous section, trade wars are still on the table. Mexico will have elections in
2018, and the leading candidate is a socialist and will make negotiating new terms for NAFTA
very difficult.



Black, grey swan events. There are always “black swan” events that are improbable, and unknown
but could have a big impact. They can also be domestic or international.

Summary


The outlook for our economy for 2018 is positive.



Investors are very enthusiastic regarding the new administration’s pro-growth, pro-business
approach to governing.



The global economy is expected to continue to grow, but at a slower pace.



Risks are rising for the U.S. economy: rising inflation, oil and interest rates, there are many signs
our economy is in the late stages of this economic cycle, the gamble of tax cuts could make our
deficits and debts explode



The biggest risks to our economy and markets are outside our borders in terms of slow economic
growth, terrorist attacks, Venezuela, and instability in the Middle East.



The markets are overvalued

I will have my 2018 Market Outlook posted in the near future.

