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on the economy

Five uneasy pieces: history may not tell us what it once did

Challenges ahead include interpreting familiar data in an undoubtedly
new context: corporate profits (& tax breaks); signals from LIBOR v. OIS;
catching the drivers of coming FOMC moves; a new trend (?) in domes-
tic consumption; & new data on trade.

March sales tax collections came in below expectations in aggregate, but that was
. driven by a number of small misses. Percent increases in states benefitting from the
upswing in energy extraction were about twice the increases in states that didn't.

A new American exceptionalism? The decline in the percentage of prime-age workers
. in the US labor force, by definition not driven by retiring baby boomers, runs against
the trend in most of the world. This is our special problem.

The spike in the gap between the USS LIBOR rate and Overnight Interest Swap rate
. perhaps should spur worry about the rise in US corporate debt levels, something
we've long detailed, not an impending recession, although of course they are linked.

In this long slow cycle it's hard to determine where we hit “late,” but if we're anywhere
. near there, here's something else for the history books: after tax profits rising into an
aging cycle.

No matter how you break them out, retail sales have been slowing. Here too, there
. are explanations beyond cycles: more income going to those less likely to spend, low
inflation, and an hurricane inspired surge in late summer and early fall.
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Five uneasy pieces: history may not tell us what it once did

In March 607% of the states in our survey met
or exceeded their sales tax forecasts, down
from 85% in February, and 84% reported
growth over the year, about even with Febru-
ary’s 86%. The average over-the-year percent
change slipped to 4.3% from February's 5.2%,
and the margin

Governors, just released the paper “Distribu-
tional Consequences of Trade for U.S. Con-
sumers: Estimating Group-Specific Import
Price Inflation.”
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not worrisome
to state contacts. And, in some states the cal-
endar indicated that receipts would be weak
over the year, another offset. Gains in states
with heavy natural gas extraction were close
to twice those in states without. Take the rig
states out and the growth rate falls to 3.2%.
Growth in Florida is also running strong, and
our contact there notes that both the growth
and the forecast depend on one-off factors
related to recovery efforts, but categories less
likely to be included in such efforts were also
healthy.

imports and income

With trade much in the news, Colin J. Hoff-
man & Ryan Monarch, both in the Interna-
tional Finance Division of the Fed's Board of

come changes.

The authors reference a 2016 paper, "Measur-
ing the Unequal Gains from Trade,” in which
Pablo D. Fajgelbaum & Amit K. Khandelwal
(of UCLA and Columbia) review the effects of
import price disparity on high- and low-in-
come consumers. Their scenario involves
closing down trade, which is extreme and
we don't expect, but their work is still worth
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a look. Using the elasticity of imports, incor-
porating both trade costs and income, they
find that such a closing off of trade would be
about twice as hard on lower income groups
than on the top decile: lower-income con-
sumers spend more
on traded goodes,
with lower elastici-
ties, whereas higher |10
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We can see where this is going. Although
inflation in imported goods has risen for all
groups, the lower income groups have faced
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then rises through the deciles to 77% for the
top. But all goods are not equal. Those much
disparaged washing machines are about 1.8%
of expenditures for the lowest decile, steadily
falling to just 0.8% for the highest, whereas
spending on imported sporting goods rises
from about 0.5% for the lowest to 2.2% for

authors to see differ-
ent expenditure shares of the deciles within
the same sector, and different expenditure
shares across product varieties, the authors
were able to demonstrate that taking out
cross-sector differences aligns yearly in-
creases for all deciles at 1%. That indicates
to the authors that high-income consumers
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gravitated to sectors with lower inflation, and
leads them to conclude that nominal income
inequality that has risen owing to trade in the
last decades, was not mitigated by changes
in import prices across income groups. This
is pretty specific information, but it under-
scores how much more complicated the
debate should be.

we're alone here

lation is restricted to prime-age workers.

Of course, the participation rate includes the
officially unemployed (that is, those looking
actively for work) along with the employed,
and the US. has a lower unemployment rate
than Canada and France (though not Germa-
ny and Japan). But the weak standing of the
U.S. holds up, as the top graph on p. 5 shows,
if you look at employment/population ratios
for 2017. (We didn't graph these over time

because
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but far from all of it. In international context,
it's even more striking.

Time was when Americans used to deride
the European job market as a torpid thing.
But now the derision can come from the
other direction, as the graph above shows.
(The data source is the OECD.) U.S. partici-
pation fell below Germany's in 1997; below
Canada’s in 1998; and below Japan'’s in 2007.
(It's lagged France for the entire history of
the graph.) And aging populations can't be
blamed here: the U.S. has the lowest median
age of the countries graphed, and the popu-

(the full 28 countries, not the 19 in the euro-
zone).

We'll be publishing a short piece on participa-
tion rates and wage measures next week.

out for the long haul?

Truck drivers are supposed to disappear
someday soon, to be replaced by robots, but
right now they're in short supply, as Gillian
Tett reported in a recent column in the Fi-
nancial Times. Capacity utilization is said to
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be around 100%, 15 points above where it
was at the start of the decade and 7 above its
long-term average. The producer price index

for the industry is up 6% over the last year.

Curiously, though,

this tightness is not
showing up in wages.
As the graph below
shows, average hourly
wages for production
workers in trucking

fell from 128% of the
private sector average
in 1990 to 96% in 2009.
It rose to 101% in 2011,
but has been drifting
lower ever since. It was
97% of the average in
February 2018—bare-
ly above what it was
coming out of the
recession.

And not only are wages not rising to allevi-
ate the driver shortage—as Tett points out,
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crack in those first months of training. It all
makes you wonder if the fees aren't the true
prize, with Al in the wings.

risk spreads: bal-
anced news

A spike in the gap be-
tween the three-month
U.S. dollar LIBOR rate
and the Overnight In-
dexed Swap, to a level
not seen since the crisis
days of 2009, caused
worry to spread about
declining credit quality,
though that alarm was
countered with claims
that the culprit was
structural changes in
bank funding and not
something dire. Part of
the reason for a rise in

LIBOR may be that after the recent tax re-
form, corporations are no longer sheltering

profits abroad
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the premia for corporate bonds over 10-year
Treasuries. They're lower than they were a
year ago and very close to their pre-crisis
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averages. The BoA—Merrill High Yield in-
dex, which isn't graphed, is 150bps below its

pre-crisis average.
We only have two
recessions in the
history of this series,
but note that risk
premia, especial-

ly on the sub-AAA
debt, began rising
well ahead of the
onset of recession
(six months ahead
in 2007, and fifteen
ahead in 2000); they
look like good long
leading indicators.
That's not happen-

ing now—despite the rise in corporate debt
over the last few years, a topic to which we

pretax profits for nonfinancial corporations
in 2017Q4. That's not unprecedented. But
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the corporate kind is only beginning to get
broader attention (though we've been worry-
ing about it consistently for years).
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couple of years, and risk premia merely re-
turn to their averages, Baa rates should rise
from 4.6% now to around 6.4%. Assuming no
increase in debt levels (relative to profits) and
a normal recessionary profit decline, the debt
service bite on corporate cash flow could
rise if not to peaks seen in 1990 and 2001,
then to the neighborhood seen in 1982 and
2009. (The reason 2009's figure wasn't higher
is that the distress was concentrated in the
financial sector, which is excluded from this
analysis.) You have to wonder if rates this

Monday’s retail numbers

Headline retail sales have been negative for
three months in a row (though revisions
could change this). Such streaks are quite
rare, and rarer still outside recessions. Since
the modern retail series began in 1992, there
have been nine instances of three-month
negative streaks in headline retail (including
the current one); just five of them (out of 312
months) have occurred outside recessions
(assuming we're not in one). The previous
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The last was as
the 1990s bubble
was leaking; the
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was part of a job-
less recovery; and
the first two are
part of this newest
economy, where a
lot of old rules of
thumb have to be
sent back to the

after tax

figures weren't
out yet. They are now, and the results are
graphed on p. 7.

Pretax profitability—profits with IVA and
CCAdj divided by the value of the tangi-

ble capital stock—was unchanged at 5.8%
for the third consecutive quarter. It's been
around this level for two years. But thanks to
a decline in the effective tax rate to 19.7%—a
record low, beating previous lows of 20.0%
set in 2008 and 2015—the after-tax rate rose
from 4.5% to 4.7%. Both are well below their
2010-2014 highs, but the revenue code is
only beginning to flatter after-tax profits,
even as the economic cycle matures.

shop.

As we all know far too well, this is a very
noisy series, but any way you look at the
trends, they are weakening. Overall, including
noisy automobiles and largely price-driven
gasoline sales, the most recent three-month
ran at -0.1%, down -1.2pps from the prior
three month's +1.2%. Taking out only autos
the most recent three months were +0.1%,
nice to see a positive sign, but that's down
0.9pps from the prior three months. Exclud-
ing gasoline as well, over the most recent
three months sales were unchanged, which
is 1.1pps below the prior three months.

The six-month trends look better, with all
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tranches up 0.4pp from the prior six months.

Sales tax receipts were strong in February. In
fact they were edging toward what would
have been considered expansionary mode
before the 2001 and 2008 recessions. That
makes us suspect something in Monday's re-
port might show an improvement, perhaps a
revision. The three-month negative streak we
mentioned at the beginning of this section
may just be payback for the vigorous spend-
ing of late summer and early fall 2017, which
may have been driven above trend by storm
recovery efforts. And the stronger stream of
income flowing to the upper deciles with
their lower propensity to spend may be in
there too.

We expect March sales to come in at +0.1%
overall, -0.1% excluding automobiles, and
+0.1% excluding gasoline as well. Recent
data, and indeed much economic thinking,
outlines an economy that perhaps should be
evaluated with more lenient metrics.

—Philippa Dunne & Doug Henwood




