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Monetary Policy
The Federal Open Market Committee (FOMC) acts as the monetary policymaking body of the Federal Reserve System and makes all decisions regarding open market operations, which affect the federal funds rate (rate at
which depository institutions lend to each other), the size of the Federal Reserve’s asset holdings, and public communication regarding the likely course
of future monetary policy.1 Information received by the FOMC since they last
met in November indicated that:
“…the labor market has continued to strengthen and that economic
activity has been rising at a solid rate. Averaging through hurricanerelated fluctuations, job gains have been solid, and the unemployment
rate declined further. Household spending has been expanding at a
moderate rate, and growth in business fixed investment has picked up
in recent quarters. On a 12-month basis, both overall inflation and
inflation for items other than food and energy have declined this year
and are running below 2 percent. Market-based measures of inflation
compensation remain low; survey-based measures of longer-term inflation expectations are little changed, on balance.” 2
Moreover, it was noted that the FOMC expects that with gradual adjustments
in monetary policy, economic activity will grow at a moderate pace and labor market conditions will remain strong.3 Inflation is expected to rise to 2.0
percent over the medium term.4 With these expectations in mind, the FOMC
decided to raise the target range for the federal funds rate to 1.25 to 1.5 percent.5 The Committee further noted that it expects that “economic conditions
will evolve in a manner that will warrant only gradual increases in the federal funds rate; the federal funds rate is likely to remain, for some time, below
levels that are expected to prevail in the longer run.”6 The FOMC’s stance on
monetary policy remains accommodative to support strong labor market
conditions and a return to the Committee’s 2.0 percent inflation target. 7

© Grossman Yanak & Ford LLP 2018

Inside this issue
Employment Conditions.............. 2
Interest Rates and Market Implied
Inflation Compensation............... 2
Upcoming CLE Dates ................... 4
Tax Reform.................................. 4
Federal Reserve Chair-Changing of
the Guard.................................... 4
Economic Forecast ...................... 5
GDP and Inflation ........................ 5
Industrial Production and Manufacturing .......................................... 6
Consumer Confidence................. 6
Housing and Construction........... 7
Financial Markets........................ 8
Unemployment ........................... 9
Corporate Profits & Retail Trade . 9
Summary..................................... 10
About GYF ................................... 10
Sources ....................................... 11

Employment Conditions
The Bureau of Labor Statistics (BLS) reported
that the unemployment rate remained flat at
4.1 percent in December of 2017.8 Total nonfarm payroll employment increased by
148,000 in December 2017 with employment
gains in health care, construction, and manufacturing.9 The following table contains histori-

cal unemployment rates for the United States,
indicating a clear trend of decreasing unemployment rates in recent years. However, it appears that the unemployment rate has stagnated in recent months as the United States economy is likely at or near full employment.

“...it appears that the unemployment rate has stagnated in recent months as the
United States economy is likely at or near full employment.”

Interest Rates and Market Implied Inflation Compensation
The yields in the following table were reported for Treasuries (nominal and inflation-indexed)
as of December 29, 2017. Taking the difference between nominal and inflation-indexed yields
provides a market-based estimate for inflation compensation over each maturity period. The
implied inflation compensation appears to trend upward gently as maturity increases towards
the FOMC’s 2.0 percent inflation target.

...continued on page 3
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Interest Rates and Market Implied Inflation Compensation (cont’d)

The above chart contains a graph of the Treasury yield curve as of December 31, 2017 compared to the yield curve a year ago (December 31, 2016). As can be seen in the graph, yields
have increased across shorter maturities but have decreased across longer maturities, resulting in some flattening of the yield curve.
Although the yield curve continues to remain upward sloping, its flattening indicates that the
premium available to investors for investing in longer term securities has decreased. The
change in yield spreads across select maturities compared to a year ago is illustrated in the following table.

A flattening yield curve can foreshadow an economic slowdown while an inverted yield curve
(when longer maturity yields fall below shorter-term yields) can foreshadow an economic recession. Numerous theories exist as to the cause of the current flattening of the yield curve and
whether or not investors should be weary of its potential implications. Although the yield curve
is the flattest it has been over the past ten years, Federal Reserve chair Janet Yellen noted that
“The yield curve is likely to be flatter than it’s been in the past” and that she, along with market
participants, view the odds of a recession as low.10
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Tax Reform
At the close of 2017, the new $1.5 trillion tax
reform package was signed into law by President Trump. While the long-term implications of the package are still being heavily
debated, Federal Reserve chair Janet Yellen
did note that the cut to corporate and personal tax rates is expected to be a positive
contributor to U.S. gross domestic product.11
Yellen further noted that the FOMC has been
factoring in tax reform into their GDP projections all year and that the latest uptick in the

FOMC’s GDP projections should not be attributed solely to tax reform.12

For more information on the impact of the tax reform
package, please refer to our most recent Tax Alert.
Federal Reserve Chair – Changing of the Guard
President Trump nominated Jerome Powell to replace Janet Yellen as the Federal Reserve chair.13 Powell has served as a member of the Federal Reserve’s Board of Governors since 2012 and has consistently voted alongside Yellen to cautiously raise interest
rates and decrease the asset holdings of the Fed.14 It is expected that Powell will stick to
current monetary policy plans if the economy continues to experience moderate growth,
but less is known about his potential course of action in the event of economic turmoil.15
Contrasting that of previous Federal Reserve chairs, Powell is not an economist by training.16 Rather, his experience consists of extensive work in investment banking and as a
lawyer.17 Of note, the Senate Banking Committee voted 22-1 to approve the nomination
of Powell as chairman of the Federal Reserve Board.18 The only opposition to his nomination was Senator Elizabeth Warren (D – Massachusetts).19 Warren expressed that she
had concerns over Powell’s inclinations to ease financial regulations rather than make
them stronger.20

Join Us to Earn Complimentary Continuing Education Credits
“Tax Reform? Or Tax Calamity? A Closer Look into the Tax Cuts and Jobs Act”
We are pleased to continue our CLE series in 2018. Enjoy networking over breakfast and earn two hours of
complimentary CLE and CPE credit. We will be hosting the following Spring sessions:





February 28, 2018 - Allegheny County: Rivers Club, Pittsburgh
March 8, 2018 - Butler County: Pittsburgh Marriot North, Cranberry Township
March 20, 2018 - Westmoreland County: St. Vincent College, Latrobe
April 19, 2018 - Washington County: Hilton Garden Inn/Southpointe, Cannonsburg

For more information or to register, please contact Carissa Janczewski at 412-338-9300 or Janczewski@gyf.com
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Economic Forecast—Major Indicators
The Livingston Survey, first conducted in 1946, is the oldest continuous survey of economists’ expectations for major economic indicators. The survey summarizes the forecasts of
economists from industry, government, banking, and academia. Unless otherwise noted in
this commentary, all economic forecasts refer to those as published under the Livingston
Survey. The most recent survey, released on December 15, 2017, noted the following forecasts for major macroeconomic indicators.21

Gross Domestic Product (GDP) and Inflation
Real and nominal GDP are both expected to increase year over year in 2018 and 2019, although
higher growth is expected to occur in 2018 compared to 2019. Moreover, the spread between
nominal and real GDP is expected to trend upward. These forecasts suggest that in the near
term, the economy will experience real growth
and an increase in inflation.
Long-term real GDP growth for the next ten years
is expected to average 2.18 percent, representing
moderate expected real growth. Market based
estimates of inflation, as previously derived, suggest that long-term inflation compensation over

the next ten years is approximately 1.96 percent
(closely in line with the FOMC’s 2.0 percent inflation target). Comparatively, the Livingston Survey’s estimate of average annual CPI (Consumer
Price Index) inflation is expected to be 2.34 percent over the next ten years. In consideration of
both the market based and survey based estimates of inflation, it would appear reasonable to
conclude that long-term (10-year) growth in
nominal GDP is expected to be on average, within
the realm of approximately 4.0 to 4.5 percent.
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Industrial Production and Manufacturing
Industrial production (manufacturing, mining, and electric and gas utilities) is expected
to grow by 2.6 percent in 2018 and 2.1 percent in 2019. Moreover, average weekly earnings in manufacturing is expected to grow by
3.3 and 3.2 percent in 2018 and 2019, respectively. Overall, these forecasts suggest that
industrial production is expected to see increased growth in the coming years compared to 2017.

manufacturing sector of the economy is expanding or contracting.22 A PMI above 50.0
percent indicates that the manufacturing
economy is generally expanding while a reading below 50.0 percent indicates that it is
generally contracting.23 The PMI rose 1.5 percentage points to 59.7 percent in December
of 2017 compared to November 2017, indicating growth in the manufacturing economy
for the sixteenth consecutive month.24

The Institute for Supply Management’s (ISM)
Purchasing Managers Index (PMI) can be
used as an indication as to whether or not the

Consumer Confidence
Consumers influence the United States economy immensely through their spending and savings
decisions. As such, measures of consumer confidence and sentiment can provide valuable information in discerning the expected outlook of the economy. The University of Michigan’s December 2017 Surveys of Consumers reported the following results:

Surveys of Consumers chief economist, Richard Curtin, noted the following key points for the
December 2017 results:25





Most of the decline in consumer confidence in December came from lower income households;
Average consumer confidence for 2017 was the highest since 2000, primarily due to high
assessments of current economic conditions, but slightly counteracted by increased uncertainty regarding future economic prospects; and
Tax reform was spontaneously mentioned by 29 percent of respondents and the impacts of
tax reform on economic prospects had a nearly equal split between positive and negative
with political affiliation noted as the dominant correlate.
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Housing and Construction
Expectations for private housing starts were revised slightly downward for forecasted 2017
and 2018, but are nonetheless expected to grow year over year, as illustrated in the following
table.

In early November, Dodge Data & Analytics
(“Dodge”), a well-known provider of data,
analytics, news and intelligence serving the
North American construction industry, released their forecasts for new construction
starts in 2018. Dodge noted the following
key expectations for construction starts in
2018:26


Single family housing is expected to increase by 9 percent in dollars and 7 percent in units to 850,000.



Multifamily housing is expected to decline by 8 percent in dollars and 11 percent in units to 425,000.



Commercial building is expected to increase by 2 percent. Office and warehouse construction are anticipated to
grow, while store construction is expected to remain weak and hotel construction is expected to decline.



Institutional building is expected to grow
by 3 percent, driven by significant
growth in educational facilities and continued high activity in transportation
terminal projects.



Manufacturing plant construction is expected to decline 1 percent in dollar
terms after a 27 percent increase in
2017 that was driven by the start of mul-

tiple large petrochemical projects. Nevertheless, 2018 is expected to bring
moderate growth for manufacturing
plants in terms of square footage.


Public works construction is expected to
grow by 3 percent. Highway and bridge
construction is anticipated to receive
increased federal funding called for under the Fixing America’s Surface Transportation (FAST) Act. Environment construction may reflect reconstruction efforts stemming from the impacts of the
hurricanes in 2017 and additional stimulus may come from the Trump Administration’s proposed infrastructure program if it passes.



Electric utilities and gas plants construction is expected to decline by 13 percent
in 2018.



Overall, total construction starts are expected to increase by 3.0 percent to $765
billion.
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Financial Markets
The Livingston Survey forecasts that interest
rates will rise over the course of 2018 and
2019, noting expected increases in the prime
rate, 10-year Treasury note yield, and 3-month
Treasury bill rate.
As of December 31, 2017, the prime interest
rate is 4.5 percent.27 The prime rate is posted
by a majority of the top 25 (by assets in domestic offices) insured U.S. chartered commercial banks and is one of the several base rates
used by banks to price short-term business
loans.28 While the Federal Reserve does not
control the prime rate, many banks base their
prime rates partly on the target level of the
federal funds rate (the rate that banks charge
each other for short-term loans) as established
by the FOMC.29 As previously noted, the FOMC
expects that “economic conditions will evolve
in a manner that will warrant only gradual increases in the federal funds rate; the federal
funds rate is likely to remain, for some time,
below levels that are expected to prevail in the
longer run.”30 Given this commentary and the
known relationship between the prime rate
and federal funds rate, the forecasted increases in the prime rate appear reasonable.
The forecasted increase in the prime rate is
indicative of an expected higher cost of borrowing for companies in the United States.
Likewise, the expected increase in the 10-year
Treasury note yield and 3-month Treasury bill
rate suggest that the risk free rate is expected

to increase in coming years. Keeping everything else constant, both the forecasted increase in the prime interest rate and risk free
rate suggest that the cost of capital will be
higher in the future. A higher cost of capital
will decrease the present value of expected
future cash flows, thereby decreasing the present value of an asset.
However, in public markets, asset prices continually change with changes in future expectations. Thus, the impact on publicly traded
equity valuations is focused not necessarily on
the trend of higher future interest rates, but
rather whether or not the current expectations
are higher or lower than previous estimates.
The following table compares key interest rate
estimates from the previous Livingston Survey
(June 2017) to the December 2017 survey results.

...continued on page 9
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Financial Markets (cont’d)
The change in the forecasted interest rates
suggests that expectations for the prime interest rate remained little changed while expectations for the 10-year Treasury bond interest
rate are anticipated to be slightly lower than
previously forecast. The anticipated impact of
these interest rate expectations on the expected overall cost of capital and equity valuations cannot be readily discerned, as other variables necessary to make such a generalization
are unknown.
However, in analyzing changes in the expected
level of the S&P 500 Index as published in the

Livingston Survey, we are able to discern if
economic conditions have evolved in a way
that would generally suggest higher or lower
equity values. The table below presents the
results from the June 2017 and December
2017 Livingston Survey for the expected level
of the S&P 500 Index.
The consistent positive changes across the different period ending dates suggests that in aggregate, economic conditions have evolved in a
way that is favorable to equity valuations in
general.

Unemployment
The unemployment rate is forecast to improve
marginally to 4.0 percent and 3.9 percent in
2018 and 2019, respectively. These forecasts
are consistent with the FOMC’s expectations
that labor market conditions will remain

strong with gradual adjustments in monetary
policy.31 However, it appears that only marginal gains can be expected to be achieved in the
unemployment rate as the economy is likely at
or near full employment.

“Corporate profits after taxes are expected in increase substantially in 2018…”

Corporate Profits and Retail Trade
Corporate profits after taxes are expected to
increase substantially in 2018 by 7.2 percent followed by expected growth of 6.0
percent in 2019. These growth expectations
are expected to follow a forecasted 5.5 percent growth in corporate profits after taxes
in 2017.

Retail trade is anticipated to experience
continued growth in coming years with expected growth of 4.6 percent and 4.3 percent in 2018 and 2019, respectively, following a forecasted 4.3 percent growth rate in
2017.
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Economic Outlook Summary
The United States economy is expected to continue to register modest growth in coming years.
While inflation remains below its target rate, the labor market is strong and the newly signed
tax reform package is expected to have a positive impact on gross domestic product growth. A
flattening yield curve has created some concern among investors, but it appears to be largely
regarded as a function of several contributing factors and is not currently being widely viewed
as an indicator that an economic slowdown is on the horizon.
Monetary policy is expected to continue on its current course of gradually increasing interest
rates, with the most recent increase in the federal funds rate occurring in December of 2017.
Janet Yellen’s four-year term as the chair of the Federal Reserve will end on February 3, 2018
with a largely uncontested Trump nominee, Jerome Powell, expected to be sworn in as the new
chair.
Overall, the United States economy appears to be firmly positioned for modest growth in coming years. Nevertheless, uncertainty continues to exist amongst consumers in their assessment
of what the future economy has in store and political affiliation remains a notable correlate in
shaping individual views.

“Overall, the United States economy appears to be firmly positioned for modest
growth in coming years.”

Grossman Yanak & Ford LLP
Grossman Yanak & Ford LLP is a
Pittsburgh-based CPA

firm that

provides a full range of accounting
and consulting services, including:
 Audit and Assurance
 Tax Advisory and Compliance
 Business Advisory
 Business Valuation and
Litigation Support
 ERP Solutions
For more information on our service
offerings, please visit www.gyf.com

GYF was founded on the idea that the keys to
providing proactive accounting assistance are
a true commitment to developing a relationship with our clients and a dedication to a high
level of service. We believe that quality service
is driven by active involvement of seasoned
professionals on a continuing basis.
GYF professionals focus their time in distinct
service areas to provide specialized expertise
to clients. Further, our professionals work as a
team to integrate our services, allowing you to
use a single firm to handle all of your accounting and consulting needs.
To learn more, read about our Services and
Industries to find out why so many individuals
and organizations choose GYF for their accounting and business consulting services.
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