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Don’t extrapolate 3% growth — & an aside on $ ‘policy’ 
Main Points: 

• Investors have been paid to ignore the economy’s supply side for most of the past decade. But the 
environment is shifting, in stages, because the Fed has escaped liquidity trap and the labor market may 
soon get tight.  

• The Fed will want to limit GDP growth to just slightly above trend during the coming quarters, to prevent 
a destabilizing employment overshoot that might be followed quickly by recession.  

• In this note, I show the simple and conventional arithmetic that gets to that conclusion. GDP growth 
near 3% would probably force the unemployment rate to a record low within two years. Consider that a 
reminder, rather than a novel insight.  The odds are that it does not happen, though, because the Fed 
prevents it, by taming growth to well below 3%. 

• The practical implications would seem to be that the Fed raises the funds rate more steeply than the 
forwards imply, that the monetary policy backdrop evolves in a way that gradually becomes less 
friendly to equities over time, and that the hoped-for capital spending boom is not realized. 

• Aside: the US does not have a dollar policy, strong or weak.  There is nothing there to go away. 

So far, the supply side hasn’t mattered 

For most of the past decade, it has paid equity investors to be indifferent to the supply-side performance 
of the economy and associated constraints on growth.   

Since the market bottomed in early 2009, productivity growth has roughly tied its weakest performance in 
the history of the data, and yet the S&P has delivered a real return of more than 340%, while inflation has 
remained below target. 

There are many reasons for the stock market’s epic run, including extreme valuation at the lows, an 
ongoing shift of bargaining power toward “capital”, and – in recent years -- declining economic volatility.  
The latter has pushed up equity prices, I believe by driving down the required return, and thus the likely 
prospective return from these levels.  1

But drivers of the cumulative gain aside, the stock market’s apparent indifference to the supply-side 
performance of the economy has reflected two considerations.  First, the economy has for most of the 
past decade experienced high unemployment, which has meant that the key determinant of realized 
growth has been demand, not supply.  

Second, and closely related, for most of this period, the US was stuck in liquidity trap, which weakened 
the Fed’s ability to provide sufficient stimulus.  While the talking heads were droning on about “extremely 
accommodative” monetary policy, the markets recognized that the real issue was that policy was 
insufficiently stimulative.  In such an environment, demand recovery would be far more important than 
supply-side performance, as we have seen.  

 QE may have sped the rally initially, in part because it was misinterpreted. And it probably slowed the rally later on, as many 1

investors began to obsess — apparently temporarily — about it going away. 
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But escape from liquidity trap and the approach of full employment are changing the macro environment, 
not abruptly but in stages.  Specifically, the low unemployment rate is imposing a speed limit on growth, 
because the labor market will at some point become a binding constraint and – more pressingly – 
because the Fed is now able to target its own forecast, which incorporates the labor constraint. 

These consideration are somewhat novel and are likely to become more important and prominent over 
the coming quarters, particularly if the labor market tightens further, as I expect. 

340%, despite this   

Source: BLS, FH calculations 

Plausible assumptions in… 

The purpose of this note, then, is briefly to document how quickly the unemployment rate would move to 
an extreme if growth were not soon corralled to below 3%. But before turning to that simple arithmetic, let 
me just quickly list why it is relevant, hitting on some themes that will probably sound familiar to you: 

• The Fed is for now content to see growth running slightly above potential, to allow the labor market to 
tighten a bit further, as it probes for a response on the inflation side.  However, it will want to limit 
growth to below 3% at best — and more likely below 2 1/2% — in order to prevent a destabilizing 
employment overshoot that would raise the risk of recession. This compromise approach is 
predictably irritating hawks and doves alike, because it is not purist.  They agree everybody at the 
Fed is an idiot, but just differ on how. 

• Limiting growth to below 2 ½%, say six to twelve months forward, will require the Fed to raise the 
funds rate more than is priced and probably also more than is expected (term premium is negative) in 
order to move broader financial conditions away from their current maximum stimulative position.  
That is bearish fixed income and, taken in isolation, a headwind for stocks via the relative yields 
effect. 

• However, to the extent that the Fed is not yet insisting on below-trend growth, the monetary policy 
backdrop is probably not yet an outright negative.  Rather, it is substantially less bullish than it was 
and likely to become less positive / more negative as time passes and this story progresses.  We 
need to keep an eye open for higher inflation, prospectively high economic volatility (which would be 
directly related), and the relative valuation effects of higher Treasury yields.  2

 Within a conventional market DDM, plausible moves of the real Treasury yield are now much more important than prospective 2

plausible moves of the earnings yield, driven by earnings. 
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• The growth constraint presumably imposed by the tightening labor market would seem to present a 
powerful argument against those arguing that the Trump tax reform will create an investment 
spending boom.  Investment is prone to fads and particularly hard to forecast, but it seems to be best 
— or least badly — explained by the accelerator model, which basically has capex being high beta to 
the rest of the economy.  So it would be odd for capex to boom, as the Fed was guiding overall 
growth lower, even if you believed investment was otherwise sensitive to taxation, which I do not.  

That’s the practical relevance of the arithmetic. So let’s turn now to the numbers.  Little I present here is 
very far from conventional thinking, and the main value in it is probably just a reminder of stuff that will 
hopefully strike you as obvious.  

The question is, how will the unemployment rate track under two scenarios, one where growth is limited 
to about 2%, and another where growth is 3% -- or above.  The answer is that 3% growth can no longer 
be the Fed’s objective, even as (ironically) it has become more plausible from a demand-side perspective.  

Documenting this is pretty simple, subject to getting the assumptions right. What I set out below is meant 
to be a plausible base case, which is likely to be close to what the Fed expects, conditional on the growth 
assumptions.  In other words, this is why the Fed is not projecting 3% GDP growth.  The risks around 
these projections are fairly wide, but meant to be symmetrical. 

Let’s start with the two key determinants of the economy’s supply-side potential: working-age population 
growth and productivity.  Population growth is largely baked in by demographics and will reliably be pretty 
close to 0.85% a year for the next couple years, assuming only that the Trump Administration does not 
start rounding up the immigrants.  

Productivity has been running at about 1% since 2010, although it has been perkier in the last couple 
quarters. For the purposes of these simulations, I assume that the underlying trend for productivity growth 
will remain 1%. So if growth is near its potential of 2%, productivity growth will be 1%.  If GDP growth is 
above-potential, then we get a little extra productivity lift on the usual cyclical grounds.   

Accordingly, 2% GDP growth maps to 1% employment growth. And 3% GDP growth maps to 1 ¾% 
employment growth.  I am abstracting here from any change of the average workweek, on the grounds 
that the workweek does not look to be out of line cyclically. 

3% GDP growth probably maps to about 1 3/4% employment growth 

Source: BEA, NBER, FH calculations 
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So far, pretty uncontroversial.   What may be a bit more troublesome is the assumption for the labor force 
participation rate.  I take the CBO’s work at face value and presume that the gap between the actual 
participation rate and its “natural” level has largely closed, primarily because demographic and other 
structural trends have been forcing the latter lower.   

Going forward, I assume that that the remaining (small) gap between the actual rate and the natural rate 
closes at 10% a month. The actual speed of adjustment there is not very important. The much greater 
sources of controversy there relate to whether we really are near the natural rate and whether that rate 
will continue to fall. The assumption of a 10% convergence rate just makes the paths look smooth. 

… low unemployment out 

Subject to these assumptions, 3% growth would force the unemployment rate to the lowest level in the 
history of the data by the end of 2019.  Even assuming, as I do, that the Fed is willing – nay hoping – to 
see inflation overshoot 2% in the late cycle, they would not likely be comfortable with that forecast.  
Accordingly, they will need to limit growth to well below 3%, with the implications listed above. 

If participation does not rebound, unemployment headed lower 

 

Source: CBO, BLS, NBER, FH simulations to December 2019 presuming 2 and 3% GDP growth, the latter of which is unlikely. 

This arithmetic is fairly sobering, so there is not much point in describing the downside / hawkish risks to 
it.  We can probably monitor them as they play out, without getting too far behind any related equity 
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market correction. I doubt the market is on a knife’s edge over “inflation” issues, given the hitory of the 
past couple decades. 

So let’s focus on the upside risks, of which there are two easily identified. The first is that productivity 
growth accelerates, either flukily or in response to the quickening capital spending.  Were this to happen, 
the speed limit for growth would rise, and  one (not all) of my arguments against the capital spending 
boom itself would be undermined.  

But productivity growth has not historically been so immediately sensitive to capital spending.  This leaves 
us with the fluke, which I cannot rule out, except to say that it seems an unlikely central case in the late 
cycle.  

The second risk is that the natural participation rate is much higher than CBO assumes. The uber-doves 
implicitly assume this is the case when they insist (seemingly wrongly) that there is still plenty of spare 
capacity in the labor market.  For me, the central case is otherwise, because it would be odd for the 
participation rate to be cyclically depressed when the unemployment rate itself is so low and when 
surveys are not identifying much discouraged-worker or other marginal attachment effects.   

The main path to a higher participation rate from here would seem, then, to run mainly through a surge of 
wages, which is a plausible path, but would probably cause its own issues, both for profits and for the 
Fed’s sense of urgency around slowing demand growth.  It seems hard to escape the conclusion that 
supply-side constraints are becoming more relevant, although in stages, not abruptly. 

Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not guaranteed. 
No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views and other information 
provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific investment objectives, financial 
situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or sell any securities or related financial 
instruments. Predictions, forecasts, and estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any security--including 
mutual funds, futures contracts, and exchange traded funds, or any similar instrument. 
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An Aside on the Strong Dollar Policy 

Treasury Secretary Mnuchin caused a bit of a stir at Davos by implying that the US might be moving away 
from its “strong dollar policy.”   IMF Director Lagarde, looking for something to do, feigned being upset by 3

this and insisted that he “clarify” his comments.  

Then the intellectuals piled on. A clarification may not be coming from the Treasury Secretary, because 
Trump has already knee-capped him, fairly in my opinion. But I can take a stab at it.  The US government 
does not have a dollar policy, strong or weak. Officials might occasionally have a preference for a weaker 
or stronger dollar, but the price they are willing to pay to achieve that preference is very low.  So 
effectively there is no policy.  

If their pursuit of other, actually relevant, objectives send the dollar higher or lower, then so be it. This 
resembles somewhat the Fed’s no-bubble policy, in the sense that it is something that officials and 
onlookers like to talk about, but to no effect.  In any event, the current level of the dollar is uninteresting, 
except to currency traders. 

Mnuchin minutia 

Right now, the Trump Administration is hoping for a capital spending boom and perhaps higher wages in 
response to the tax reform. I have argued that such hopes are exaggerated. But if they were to be 
realized, there would probably arise strong upward pressure on the dollar.   The dollar might weaken, 4

nonetheless, but that would require stronger growth conditions overseas, which are certainly plausible or 
even likely, but not the main focus of America First, which is meant to be the source of dropping the 
“strong dollar policy.”  There is nothing here to go away, although the talkers will talk. 

Source: Federal Reserve, Bank of England, FH calculations to provide estimate to January 25. 

 The so-called strong dollar policy was inaugurated by newly-installed Treasury Secretary Robert Rubin in the spring of 1995 when, 3

confronting a fresh low in the trade weighted dollar, he mentioned that a strong currency was “in the national interest.”  The 
comments were derided as ineffective at the time, on the usually-flimsy logic of an event study: he said something and nothing 
immediately happened. It was only with the benefit of hindsight that his comments were taken to be meaningful, as the dollar moved 
higher, apparently in response first to a stabilization of the bond market and then the US economic boom of the late 1990s.

 Like some of my liberal friends all up in a lather over this, I can see the case for a weaker dollar and less-stupidly-timed fiscal 4

“expansion.” That might leave us in a better position for the next downturn.  But the dollar is not even particularly high, unless you 
cherry pick the wrong measure to make it seem that way, like one based on nominal exchange rates, which will always make EM 
look cheap. And the current accound deficit is only 2 1/4 of GDP, even after this morning’s data.  All that aside, though, if the choice 
is fiscal stimulus at this point in the cycle, you have to expect a stronger dollar, particularly if you expect your stimulus to “work,” 
which Trump officials presumably do.
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