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GOLDILOCKS WITH RISKS

Accounting for US tax cut proposals growth should remain 2.2-2.5% range in 2018, global growth at 3.7%. Growth and domestic 

demand continues to improve in Europe. China nominal growth close to 6.8% for 2017, but uncertainties to rise in 2018. US 

inflation has seen a modest uptick in recent months and likely sufficient for the Fed to hike again in June. Employment 

continues to tick up but no improvement in wages. Global monetary policy to gradually shift toward lesser accommodation.

Source: SG Cross Asset Research/Economics

US consumer to support growth at 2.0-2.5% 

as inflation remains subdued
Global growth to firm, policy less 

accommodative
3Q17f 4Q17f 1Q18f 2Q18f 3Q18f 4Q18f

Real GDP (%qoq ann) 3.2 2.5 2.0 2.4 2.4 2.2

Consumer expenditure 2.2 3.8 1.7 2.5 2.6 2.5

Investment 2.4 8.1 2.2 3.8 3.1 2.7

Residential -4.7 13.1 -1.7 3.0 2.0 0.0

Non-residential 4.7 6.6 3.3 4.0 3.4 3.4

CPI Headline (% yoy) 2.0 2.1 2.1 2.2 2.0 1.7

CPI Core (% yoy) 1.7 1.7 1.8 1.9 1.8 1.7

Unemployment rate (%) 4.3 4.1 4.0 3.8 3.7 3.6

1Q18f 2Q18f 3Q18f 4Q18f 2018f

US (ann avg) 2.0 2.4 2.4 2.2 2.4

EUR 2.6 2.4 2.2 2.1 2.5

Germany 2.7 2.3 2.1 1.9 2.5

France 2.6 2.3 2.3 2.3 2.4

Italy 2.1 1.9 1.5 1.4 1.7

Spain 2.3 2.4 2.1 2.4 2.6

JPY 0.7 1.3 1.4 1.5 1.4

UK 1.1 0.9 0.9 0.9 1.2

CNY 6.6 6.5 6.3 6.2 6.4
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GLOBAL VIEWS – SURFING THE GLOBAL EXPANSION

 Market now pricing-in two hikes by the end of 2018 and almost two in 2019

The committee’s median fed funds projections call for 3 in 2018, 2 in 2019 and 2 in 2020. With a rate hike in June and December fully priced-in followed by 
two more next year, how much can front-end yields rise?

 Modest growth and small uptick in US inflation but not enough to move the YoY rate

We expect US growth of 2.4% and 1.2% for 2018 and 2019 respectively. We expect the US economy to slip into recession in late-2019 to early-2020 as 
corporate profit margins come under pressure. Core PCE to struggle to rise above 1.5% this year, Fed forecasts call for 1.9% for 2018 and 2% by 2019. 

 ECB - beginning of the end

We expect the ECB to extend QE in September to year-end and hike rates in June 2019.  While wage pickup and credit growth continue risk associated with 
trade protectionism will be key determinants of ECB’s next steps. Growth firm (revised up to 2.4%), but appreciating Euro and core inflation remains a 
challenge (1.4% to 2019).

 BoJ – maintains current easing framework

More debate on the magnitude of easing policies. With inflation at 0.9% well below 2% the BoJ is likely to maintain current levels of accommodation. Changes 
to BoJ leadership could delay the timing of the next policy action. BoJ to hike in 1H19 as opposed to 2H18, increase in YCC target by 20-25bp likely to be 
the next change to policy.

 China – Strong 2017 growth unlikely to be sustained

Following the 19th Party congress, President Xi has a better chance of pushing through the reform agenda. China’s real GDP accelerated for the f irst time in 7 
years to 6.9% in 2017 from 6.7% in 2016, prompted by external demand. Consumption and investment growth weakened relative to 2016. With relentless 
policy tightening domestic demand unlike to rebound further from here.

 Brexit onto phase 2

Despite a two-year transition period the time to negotiate a trade deal is still very short. Despite recent positive headline the final deal likely to far inferior than 
the trade access the UK currently enjoys with the EU. Phase 2 negotiations start in March, which is when the uncertainties rise.
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Source: SG Cross Asset Research/Rates

 10yT fair value of 2.75% consistent with fundamentals and global 

stock effect (global low yield).

 A late-stage cycle dynamic the 10yT range is highly contingent on 

expectations for the fed funds terminal rate.

 US fundamentals do not support higher terminal rate expectations 

from the 3.06% currently.

 End-of-cycle expectations (~2y) drive portfolios to reduce growth 

factor sensitivity (equity drops from 60-70% range in the growth stage 

of cycle to 30-40% as cycle matures) and increase allocation to safe 

haven assets. 

Treasury fair value model

WE EXPECT 10Y TO REACH 3% IN Q4 AND LOWER THEREAFTER
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3%, THEN WHAT? – SUSTAINED RISE IN YIELDS LESS LIKELY

10y real yields tend to peak in Q1 but drop after, 

will this year be different?

Source:  SG Cross Asset Research/Rates

o A sustained rise in real yields without a pick-up in inflation 

expectations will likely have adverse effects on broader markets and 

tighten financial conditions.

o Divergence in global bond yields is not sustainable. 

o Our equity-risk premium tools have indicated (since late 2016) the 2.6-

2.7% range to be the point at which a tug-of-war between yields and 

risky assets (equities in particular) could start to materialise

10yT-Bund spread close to the highs

US ERP reaching levels not seen since the 2000s
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TREASURIES, BUNDS AND THE DOLLAR

With 1y1y, 2y1y and 5y1y forwards close to 3% the market is fully priced for a neutral fed funds rate of about 3%. With 

the fed funds target range currently at 1.5-1.75% and four hikes fully priced-in there is little room for a meaningful re-

pricing of more hikes at the current time. The 5y1y rate in EUR is currently at 1.28% suggesting much higher short-

term rates in the future and more room for general level of rates to rise as the ECB gradually removes 

accommodation.

Source: SG Cross Asset Research/Rates
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INFLATION EXPECTATIONS CONTAINED – RISKS TO THE UPSIDE?

10Y breakeven rate has bounced off the lows

Source:  SG Cross Asset Research/Economics

Realized inflation has picked up sharply 

in recent months

Source:  SG Cross Asset Research/Economics, Bloomberg

Sharp rise in oil prices has helped the recent rise in break-evens. 3m and 6m annualized core CPI rates now above 2.5%. 

With the decline in inflation in March/April 2017, base effects should support a rise in inflation prints in 1H, but our 

economists expect inflation to reverse course in 2H, with core PCE ending 2018 at around1.8% as shelter costs 

moderate further.
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1H CORE CPI: ALL ABOUT THAT BASE 

● March 2018 should see a sharp bounce in the yoy

rate of the wireless services index.

● Its 7% decline in March 2017 led its yoy rate to 

collapse from -4.7% to -11.4%. That alone 

subtracted about 26bps from the yoy core CPI 

rate.

● We expect that its yoy rate will inch up in February 

and then surge from -8.8% in February to -1.9% in 

March and climb further to -0.2% in April.

● This could add about 22bps to the yoy core CPI 

this March, boosting it from 1.6% to 1.8%.

● In addition, April and May prints were weak, 

averaging just 0.07%. There is some scope for an 

uptick in the yoy rate in those months as well. We 

expect the core rate to tick up from 1.8% in March 

to 2.0% by mid-year.

Source:  SG Cross Asset Research/Economics

Base effects from March & April 2017
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2H CORE CPI: SHELTER COSTS ARE ALREADY DECELERATING

● Rent slowed from 4.0% in Dec 2016 to 3.7% in 

Dec 2017, while OER eased from 3.6% to 3.2%. 

Together, these two components make up just 

over 40% of the core CPI.

● We expect rent to slow in 2018 to 3.1% while OER 

cools to 2.6%.

● Rent in the top 10 cities has held up okay, 

declining by just 10bps to 3.9% in Dec 2017. But 

rents in other parts of the country have eased, 

dropping by 40bps to 3.5% in December.

● OER in the top 10 cities has tumbled, dropping by 

73bps to 3.1% in December, while OER in the rest 

of the nation is down 31bps from its peak in March 

2017 to 3.2%.

Source:  SG Cross Asset Research/Economics

Shelter to drag core CPI lower in 2H
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DEFICITS POISED TO RISE

Projected Annual Budget Deficits 

The new republican tax plan calls for a $1.5tn increase in deficits over the next 10 years. CRFB estimates show 

deficits  over $1trn in 2019. The CBO’s deficit projection (as of July 2017) calls for a steady increase in the deficit, 

with it peaking at close to $1trn ($938bn). 

Source: CRFB

Sequester & 

Disaster Relief

Tax Cuts and 

Jobs Act
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RAMPING UP BILL SUPPLY HAS ITS PROBLEMS

 At the November refunding meeting, the Treasury 

announced that it will issue more bills. Bills as 

percentage of total debt outstanding are currently at 

13%, and we expect this to rise to 16% by end-2020

 While we expect the additional bill supply to be well 

absorbed by the market the Treasury’s borrowing costs 

are also moving higher with the sharp rise in front-end 

rates. 

 Moreover, the glut of bill supply is impacting the entire 

money market complex, pushing general collateral, CP, 

CD and Libor rates higher

Average maturity of debt has increased 

over past decade as deficits have declined

Bills have cheapened dramatically to OIS
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Source: SG Cross Asset Research/Rates

 With LIBOR continuing to set higher (currently 2.33%) 

FRAOIS above 50bp for the first time since 2011 

(sovereign crisis), key question is how high can LIBOR 

go? There are 2 key factors that are pushing LIBOR up: 

• The sharp rise in bill supply and the rise in bill rates and 

GC. Bills are now trading cheap to OIS. 

• Change in the tax laws perhaps? – Base erosion and 

anti-abuse (BEAT) and cash repatriation. Change in tax 

laws could be causing foreign banks to issue more 

CP/CDs  leading to higher CP, CD rates. 

 LIBOR – time for a makeover

• ICE is testing a evolved waterfall methodology. Is this 

contributing to the rise in LIBOR? Could this prolong the 

life of LIBOR (beyond 2021)?

 Get ready for SOFR

Bills across the curve are now trading cheap to OIS

LIBOR – WHAT’S DRIVING THE BASIS WIDER?
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LESS FOREIGN DEMAND FOR TREASURIES

Japanese net investments in US sovereign debt

Source:  SG Cross Asset Research/Rates

EUR hedged 3m UST 10y gives up yield

Source:  SG Cross Asset Research/Rates

While  10y Treasuries continue to look somewhat attractive to Japanese investors, the yield pick on a currency adjusted 

basis is negative for European investors. With both Europe and Japan in negative rate regime US front-end yields look 

more attractive to foreign investors.
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RISK - FLAT CURVE A CONCERN – WILL THE CURVE INVERT?

2s10s curve tends to invert prior to a recession

Source:  Bureau of Economic Analysis; Federal Reserve Board

Yield curve (3m – 10y yield spread) and 

Real GDP lagged by one year

Source:  SG Cross Asset Research/Rates

The minutes of the January FOMC meeting discussed the recent flattening of the curve and “A few others judged that it would be important to 

continue to monitor the effects of policy firming on the slope of the yield curve, noting the strong association between past yield curve 

inversions and recessions”. Although there are several reasons for the recent pace of flattening of the curve (more front-end supply and 

demand for back-end), we believe a flatter curve will make it difficult for the Fed to continue to remove accommodation even as financial 

conditions remain accommodative.
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CURVE DOESN’T ALWAYS INVERT PRIOR TO RECESSION

SG Cross Asset Research/Economics

No 

Inversion!
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LONGER BUSINESS CYCLE

US economy chugging along,  areas to watch
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PROFIT MARGIN COMPRESSION SIGNALS LATE STAGE – NOT THERE YET

 Margins peaked in 2014 but 2Q17 was a break in the evolving margin compression since then. Profits and corporate
profit margins had a reprieve in 2Q. The better news is the result of modest price gains (1.3% yoy for business sector prices)
and flat unit labour costs (0.0%). Labour costs comprise the bulk of business expenses. Labour compensation rose 1.3% yoy,
but a rebound in labour productivity of 1.3% resulted in flat unit labour costs.

 Going forward, labour productivity to be less robust: Strong hiring trends and moderate growth implies that unit labour
costs are more likely to rebound in 2H17 and in 2018. Stronger unit labour cost pressures should re-exert a downward
pressure on profit margins.

Source: SG Cross Asset Research/Economics
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CONSUMER MAY BE MORE VULNERABLE

 Tax cuts lifted the US savings rate in January 2018 and should aid

further. Taxes absorbed 12.2% of income in January, down from

12.7 in December. The savings rate, as a result, jumped to 3.2%

from 2.5%

 Leverage has been on the rise, and job growth is suppose to slow

and wages are steady.

 We see tax cuts as crucial for sustaining consumption in 2018-19.

Source: BLS, SG Cross Asset Research/Economics
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CONSUMER DEBT– STRESS MATERIALIZING ON AUTO LOANS

 Auto loan delinquencies are on the rise.

 Other consumer debt repayments are stable

 High student-loan delinquencies a Federal Government problem. It could also be restraining spending by young

adults.

Source: BLS, SG Cross Asset Research/Economics
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GROWTH – BUSINESS INVESTMENT MIXED; ENERGY BOUNCE

 Business structures. Investment in structures (offices, plants, stores, oilwells) posted strong gains in early 2018 but
very much supported still be recovering investments in oil-wells. Excluding the energy sector, business investment in
structures is back to positive territory in early 2018. Oil gains are likely to remain strong with rising oil prices, but the
energy bounce should be less a factor on the overall results.

 Equipment spending solid, particularly for IT. Since mid-2017, business spending on IT has gained strength.
Other sectors are healthy and gains preceded tax cuts. We look for continued firm gains, but the best pace of growth
may already be behind us..

Source: SG Cross Asset Research/Economics, BEA
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APPENDIX - DISCLAIMER

ANALYST CERTIFICATION 

Each author of this research report listed on the cover hereby certifies that the views expressed in the research report accurately reflect his or her personal views, including views about subject securities or issuers mentioned in the report, 
if any.  No part of his or her compensation was, is or will be related, directly or indirectly to the specific recommendations or views expressed in this report. 

The information herein is not intended to be an offer to buy or sell, or a solicitation of an offer to buy or sell, any securities or other financial instrument and including any expression of opinion, has been obtained from or is based upon 
sources believed to be reliable but is not guaranteed as to accuracy or completeness although Société Générale (“SG”) believe it to be fair and not misleading or deceptive. SG, and their affiliated companies in the SG Group, may from 
time to time deal in, profit from the trading of, hold or act as market-makers or act as advisers, brokers or bankers, in relation to the securities, or derivatives of persons, firms or entities mentioned in this publication, or be represented on 
the board of such persons, firms or entities. Employees of SG, and their affiliated companies in the SG Group, or individuals connected to them may from time to time have a position in or be holding any of the investments or related 
investments mentioned in this publication. SG and their affiliated companies in the SG Group are under no obligation to disclose or take account of this publication when advising or dealing with or for their customers. The views of SG 
reflected in this publication may change without notice. To the maximum extent possible at law, SG does not accept any liabil ity whatsoever arising from the use of the material or information contained herein. Dealing in warrants and/or 
derivative products such as futures, options, and contracts for differences has specific risks and other significant aspects. You should not deal in these products unless you understand their nature and the extent of your exposure to risk. 
This publication is not intended for use by or targeted at retail customers. Should a retail customer obtain a copy of this report they should not base their investment decisions solely on the basis of this document but must seek 
independent financial advice. 

The financial instruments discussed in this report may not be suitable for all investors and investors must make their own informed decisions and seek their own advice regarding the appropriateness of investing in financial instruments or 
implementing  strategies discussed herein.    The value of securities and financial instruments is subject to currency exchange rate fluctuation that may have a positive or negative effect on the price of such securities or financial 
instruments, and investors in securities such as ADRs effectively assume this risk.  SG does not provide any tax advice.  Past performance is not necessarily a guide to future performance.   Estimates of future performance are based on 
assumptions that may not be realized.  Investments in general, and derivatives in particular, involve numerous risks, including, among others, market, counterparty default and liquidity risk.   Trading in options involves additional risks and 
is not suitable for all investors.  An option may become worthless by its expiration date, as it is a depreciating asset.  Option ownership could result in significant loss or gain, especially for options of unhedged positions. Prior to buying or 
selling an option, investors must review the "Characteristics and Risks of Standardized Options" at http://www.optionsclearing.com/about/publications/character-risks.jsp or from your SG representative. Analysis of option trading strategies 
does not consider the cost of commissions. Supporting documentation for options trading strategies is available upon request.

CONFLICTS OF INTEREST 

This research contains the views, opinions and recommendations of Société Générale (SG) analysts and/or strategists. Analysts and/or strategists routinely consult with SG sales and trading desk personnel regarding market information 
including, but not limited to, pricing, spread levels and trading activity of a specific fixed income security or financial instrument, sector or other asset class. Trading desks may trade, or have traded, as principal on the basis of the 
analyst(s) views and reports. In addition, analysts receive compensation based, in part, on the quality and accuracy of their analysis, client feedback, trading desk and firm revenues and competitive factors. As a general matter, SG and/or 
its affiliates normally make a market and trade as principal in fixed income securities discussed in research reports.

.

http://www.optionsclearing.com/about/publications/character-risks.jsp
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APPENDIX – DISCLAIMER (CONT’D)

Notice  to French Investors:  This publication is issued in France by or through Société Générale ("SG") which is authorised and supervised by the Autorité de Contrôle Prudentiel et de Résolution (ACPR) and regulated by the Autorité des Marchés
Financiers (AMF).

Notice to U.K. Investors:  Société Générale is a French credit institution (bank) authorised by the Autorité de Contrôle Prudentiel (the French Prudential Control Authority) and the Prudential Regulation Authority and subject to limited regulation by the 
Financial Conduct Authority and Prudential Regulation Authority. Details about the extent of our authorisation and regulation by the Prudential Regulation Authority, and regulation by the Financial Conduct Authority are available from us on request.

Notice to Swiss Investors: This document is provided in Switzerland by or through Société Générale Paris, Zürich Branch, and is provided only to qualified investors as defined in article 10 of the Swiss Collective Investment Scheme Act (“CISA”) and 
related provisions of the Collective Investment Scheme Ordinance and in strict compliance with applicable Swiss law and regulations. The products mentioned in this document may not be suitable for all  types of investors.  This document is based on the 
Directives on the Independence of Financial Research issued by the Swiss Bankers Association (SBA) in January 2008.

Notice to Polish Investors: this publication has been issued in Poland by Societe Generale S.A. Oddzial w Polsce (“the Branch”) with its registered office in Warsaw (Poland) at 111 Marszałkowska St. The Branch is supervised by the Polish Financial 
Supervision Authority and the French “Autorité de Contrôle Prudentiel”. This report is addressed to financial institutions only, as defined in the Act on trading in financial instruments. The Branch certifies that this publication has been elaborated with due 
diligence and care.

Notice to US Investors: For purposes of SEC Rule 15a-6, SG Americas Securities LLC (“SGAS”) takes responsibility for this research report. This report is intended for institutional investors only. Any U.S. person wishing to discuss this report or effect 
transactions in any security discussed herein should do so with or through SGAS, a U.S. registered broker-dealer, futures commission merchant (FCM) and swap dealer.   SGAS is a member of FINRA, NYSE, NFA and SIPC and its registered address is at 
245 Park Avenue, New York, NY, 10167. (212)-278-6000.

Notice to Canadian Investors: This publication is for information purposes only and is intended for use by Permitted Clients, as defined under National Instrument 31-103, Accredited Investors, as defined under National Instrument 45-106, Accredited 
Counterparties as defined under the Derivatives Act (Québec) and "Qualified Parties" as defined under the ASC, BCSC, SFSC and NBSC Orders.

Notice to Singapore Investors:  This publication is provided in Singapore by or through Société Générale ("SG"), Singapore Branch and is provided only to accredited investors, expert investors and institutional investors, as defined in Section 4A of the 
Securities and Futures Act, Cap. 289.  Recipients of this publication are to contact Société Générale, Singapore Branch in respect of any matters arising from, or in connection with, the publication.  If you are an accredited investor or expert investor, please 
be informed that in SG's dealings with you, SG is  relying on the following exemptions to the Financial Advisers Act, Cap. 110 (“FAA”): (1) the exemption in Regulation 33 of the Financial Advisers Regulations (“FAR”), which exempts SG from complying 
with Section 25 of the FAA on disclosure of product information to clients; (2) the exemption set out in Regulation 34 of the FAR, which exempts SG from complying with Section 27 of the FAA on recommendations; and (3) the exemption set out in 
Regulation 35 of the FAR, which exempts SG from complying with Section 36 of the FAA on disclosure of certain interests in securities.

Notice to Hong Kong Investors:  This report is distributed in Hong Kong by Société Générale, Hong Kong Branch which is licensed by the Securities and Futures Commission of Hong Kong under the Securities and Futures Ordinance (Chapter 571 of the 
Laws of Hong Kong) ("SFO"). This publication does not constitute a solicitation or an offer of securities or an invitation to the public within the meaning of the SFO.  This report is to be circulated only to "professional investors" as defined in the SFO.

Notice to Japanese Investors: This publication is distributed in Japan by Societe Generale Securities (North Pacific) Ltd., Tokyo Branch, which is regulated by the Financial Services Agency of Japan.  This publication is intended only for the Specified 
Investors, as defined by the Financial Instruments and Exchange Law in Japan and only for those people to whom it is sent directly by Societe Generale Securities (North Pacific) Ltd., Tokyo Branch, and under no circumstances should it be forwarded to 
any third party. The products mentioned in this report may not be eligible for sale in Japan and they may not be suitable for all types of investors.

Notice to Korean Investors: This report is distributed in Korea by SG Securities Korea Co., Ltd which is regulated by the Financial Supervisory Service and the Financial Services Commission.

Notice to Australian Investors: Societe Generale is exempt from the requirement to hold an Australian financial services licence (AFSL) under the Corporations Act 2001 (Cth) in respect of financial services, in reliance on ASIC Class Order 03/8240, a 
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