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*  WSJ: Bitcoin Mania: Even Grandma Is In.  Grandma is a retired secretary and cab driver living in Las Vegas 
-- bubblicious! 
-- famous last words from Grandma, “Believe me, I didn’t have this much fun with T. Rowe Price.” 
* GDP performs, but wrinkles suggest 3% pace won’t be sustained 
-- hurricane distortions helped, says BBG’s Carl Riccadonna 
-- inventories were a big contributor, but won’t be sustained 
-- good news on the corporate profit front, up 4.3%, best since Q3 ‘16 
* Beige Book worries about wages/tight labor markets, though wage data remains tepid (see charts below). 
-- ample to keep bias towards more hikes in ’18, per market pricing, 
-- slight improvement in outlook,  
-- price pressures strengthened. 
* Curve steepening seems corrective, oversold sentiment, discounted hike anticipation, positions. 
* Week ends with tax plan still up in air, deficit hawks opine, corrects curve correction. 
-- Dudley cautions “not the best time” for stimulus when economy close to full employment. 
-- NYT reports Mnuchin’s promised analysis that tax plan is deficit neutral a no show.  Treasury inspector general 
opens inquiry into department’s analysis.   
-- government shutdown risk looms, but tax debate getting most attention.  Trump allegedly says shutdown is 
good for him politically (Wash Post). 
 
In a week laden with provocative headlines ranging from another North Korean nuclear test, GOP progress on the 
tax bill, more sexual harassment stuff (Garrison Keillor?!? Lake Wobegon hid some secrets!), Bitcoin @ 10,000, 
Tillerson out talk, Trump saying government shutdown is good for him, and splitting nuances between Powell and 
Yellen, the themes of steady long rates and shape of the yields remain rather the dominant market declarative.  
From a rate perspective, 10s and 30s are challenging what had been a narrow range while 2s grudgingly lift to 
1.78% on hawkish Fed words. 
 
Such price activity warrants the hope that things are coiling, as in a spring about to burst forward.  This is 
tempting as ever narrowing ranges don’t last, but it’s the direction of that burst that is the real question.  I think 
the break out the curve is to revisit recent highs, at least, and favor the short end which heretofore has done a 
good job of discounting the Fed.  Viscerally, I find myself favoring downside - meaning higher yields.  I ‘get’ the 
curve’s behavior that’s contained the longer end: 
 

1) inflation remains low,  
2) the Fed hasn’t backed away from further rate hikes,  
3) we have new information in the form of the supply cycle where Treasury hopes to keep the current 

average maturity of debt stable, 
4) which means more front-end issuance relative to long issuance than we expected.   
5) in the spirit of flogging a dead horse, given the relative performance of stocks vs. bonds this year, year-

end rebalances seems about right, 
6) there is a reasonable risk that if the tax ‘reform’ boosts the economy, the Fed will likely hike per their 

own dot-plot expectations, i.e. a bit more than the market believes, 
7) other central banks are still buying bonds. 

 
What’s missing from those items is the flattening yield curve, and low rates, telling us a recession is on its way.  
Robin Wigglesworth, who wins the award for the best last name in journalism, wrote in the FT “Yield curve faces 
test of its predictive powers” and came up with various challenges to the rule of the thumb that the flattening 
yield curve relays something about slower growth ahead. 
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It is, of course, too soon to dismiss the curve’s predictive abilities specific to slower growth ahead, but bear in 
mind the distance between a flattening curve and a recession can be measured in years. 
 

 
 
Further, a flattening curve does generally presage slower growth, but slower growth does not always presage a 
recession.  Indeed, it seems evident that in the quarters immediately before a recession, when the Fed’s hiking 
has stopped, the curve anticipates the real slowdown and starts to steepen. 
 
In short, the curve in items 1-7 above is telling a lot of things, many of which are new or unique to this cycle.  It 
may not be predicting a slowdown or recession, but it certainly is telling us something about the cycle.  
Wigglesworth cites a 56-page SF Fed study (https://goo.gl/k455zA), Interest Rates Under Falling Stars, by Michael 
Bauer and Glenn Rudebusch.  The abstract effectively says that the ‘equilibrium real interest rate’ (r*) and 
‘perceived trend in inflation’ (pi*) are treated as constants in determinants of the yield curve in macro-finance 
models, however adjusting for changes within macrotrends, i.e. not treating them as constants, alters estimates 
for risk premiums in bond yields among other yield diminishing ideas.  They write “expectations about the level of 
inflation must have played an important part in pushing down bond yields” and “as inflation expectations have 
stabilized, our estimate of the equilibrium real interest rate has exhibited a pronounced decline.”   
 
To wit, there’s more to the curve than traditional omens of a recession and so understanding those factors 
continues to make the curve an elemental tool in making rate decisions. 
 

 

https://goo.gl/k455zA
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CHARTS AND THEMATICS:   This will be a bit obvious, at least at the start.  The Fed has adhered to its hiking bias 
which, as said above, has contributed to the shape of the curve and the upward pressure on short-end rates.  The 
increase in Fed Fund Futures from the beginning of September, the steeper slope, is especially notable.  While 
ancient history, I can’t help but look at how flat these contracts were last year and how tight their spread.  The 
point is, simply, that the market has accommodated to a high degree the risks, evident here, that the Fund rate 
will be 1.75-2% in a year’s time.    
 
I do fret over the rising deficit; that’s my biggest concern with the tax plan.  I’m far less sure about its contribution 
to GDP (which is the next topic for this week) especially as it seems accompanied by heightened expectations for 
Fed hikes when inflation and wage gains remains very subdued.  Simple math dictates that the tax plan will add to 
the deficit which was going to soar otherwise and that means more paper and, at least at the onset, potential for 
higher yields. (As an aside, that the markets can shrug off so readily a ballistic missile launch by North Korea, a tax 
cut that’s deficit-financed, and my ongoing eye-rolling at the Administration – like the President’s words on the 
‘Access Hollywood’ thing might not be real? – keeps me on edge over risk assets more than bond yields.) 
 

 
 
The Beige Book had little impact on the market, though the headlines about wage gains caught attention against 
the broader, ‘Slight Improvement in Economic Outlook.’  I mention this in the context of the next two charts from 
Q3 GDP.  The latter was a generally fine report – no bones about it – though, again, with subdued inflation 
pressure at the headline and core levels and about which the market thought nothing much at all. 
 
Within the report were some details on Disposable Personal Income. On a YoY basis, DI rose at a 1% real rate.  
The last four quarters of real DI gains have subdued to say the least and contrast with the mean since 2010 of 
1.96%.  It’s little wonder people are dipping into savings to sustain consumption.  The QoQ gain was 0.5% and 
compares with the mean since 2000 of 2.3%.  It is worth mentioning prices were seen picking up in the report 
with at least some of that attributable to the hurricane rebuild.  Still, the broad sense of the Beige Book is of 
growth and prices moderately modest enough to keep the Fed on pace for the sort of hiking the market is pricing 
in. 
 
IF there is a challenge or at least a caveat, it’s that the wage gains they’ve been looking for are not yet raising a 
warning signal of a hot economy.    



 

 
 
 

 London New York Tokyo Hong Kong Singapore Shanghai 
 +44 20 7017 5402 +1 212 907 5802 +81 3 6273 4273 +852 2234 2000 +65 6411 7788 +8621 6133 0177 

ADER’S MUSINGS… 

 
 
 

 

 

 

 

 

 

 

 

 

 
  

IN OTHER NEWS:  The WSJ put out a story titled, “Why Are People in Red States Dropping Out of the Labor 
Force?” (https://goo.gl/aVzKCt).  It goes into painful detail to show that while ostensibly unemployment levels 
have come down in red states, falling labor participation is one of the main culprits if not the biggest one behind 
those low UNR reads.   The subtext to the article is that “low unemployment rates mask disruption from 
downsizing and automation, research suggests.”  The research they used comes from a report out of the Institute 
for International Finance. 
 
For example, they cite that participation in red states was 62% in September, down from 62.6% as recently as 
April, but rose a snippet in blue states (to 63.9% for 63.8%).  They note that the trend seems to stem from the 
nature of jobs in these various colorations; slower growing manufacturing and retail versus faster growing 
technology and life sciences. 
 
From the article, “It’s industrial composition. [Red states] are heavy in industries that are downsizing and 
automating where prospects just look bad,” said Robin Brooks, chief economist at IIF,” and, “The picture is one 
where [many red-state] jobs are in industries that are going to keep getting automated, and the employment rate 
is going down because people are dropping out. In the end, it all boils down to saying, ‘I’ve had it with this job 
market, I’m out.” 

https://goo.gl/aVzKCt
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The irony is that the unemployment rate in red states has fallen to lower levels than in the blue states – to 4.2% 
in September vs. 4.8% at year’s start.  Blue states are at 4.5% from 4.6%.  But here’s the thing; participation.  Take 
a state like Tennessee.  Their unemployment rate just touched 3%, an historic low, but labor participation is 
under 61% against 65% 10 years ago. 

 
 
I immediately thought about demographics, but the research intervened and pointed out that the median age is 
about the same across these states.   
 

 
Coincidentally, MarketWatch published an article, “Automation could impact 375 million jobs by 2030, new study 

suggests.”  The study referred to comes from McKinsey & Co (https://goo.gl/jn2scq) and, well, the headline 

captures the drama.  The report shows the scenarios range from 75 mn jobs to that 375 mn figure and is for the 

global workforce, so perhaps that dampens the depressive conclusion somewhat.  Still, the issue conforms to the 

IIF concerns about automation in manufacturing effectively driving people out of the workplace. 

 

It does get worse, depending on your perspective.   McKinsey says that by 2030, 23% of ‘current work activity 

hours’ could move to automation, displacing 39 mn workers, or 13% of the workforce.  That’s not a forecast from 

them, but the midpoint of a range of outcomes.  MarketWatch cites an Obama White House economic report 

that forecasts 83% chance that automation will ‘take’ a job if the hourly wage is under $20, 31% if it’s $20-40, and 

https://goo.gl/jn2scq
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4% if it’s over $40.  Vanguard cites a report that has a robot eliminating six jobs putting 6 mn such jobs at risk in 

the next 10-years. 

 

I can’t add too much to this story; it’s not exactly an unknown, but putting numbers to it does resonate as 

something I can grasp.  My contribution is to look at the difference between mean and median REAL Household 

incomes.  The point here is that in real terms, household incomes have been disappointing and barely above the 

levels of 2000.  In short, no raise since then.  But what’s interesting here is the mean vs. the median.  The median 

is largely unchanged since 2000 meaning that the incomes in the center hasn’t budged; it’s 59k today vs. just over 

58K at prior peaks.  However, the mean, at least is somewhat higher; 83k today vs 79.7k in 2009.  This tells you 

that while overall incomes haven’t changed, there is a group at the top skewing the average higher.  It’s another 

way I suppose of looking at income disparity and supports the findings of that IIF report. 

 

 
NEAR-TERM MARKET THOUGHTS:  I think the action of this last week is corrective in a few ways.  First, 

momentum measures got to ‘overdone’ levels, especially vis a vis the curve flattening.  Second, positions got to 

extremes if we look at, for example, speculators in E$, FV, TY and US, which warranted a steepening correction.  

Third, the market has added to its probabilities of Fed hikes next year, manifested by the sharp increase in the 

slope of those over the course of November.  The latter helps explain the flattening and I think with Funds a year 

from now pricing near 2% rate (Dec ’18 Fed Funds are 1.81% vs 1.67% a month ago) is about as far as the market 

needs to go for now, meaning into this December’s hike.  I’ve included charts of all this throughout this week’s 

Musings to make my points.  A serious watering down or failure of the tax plan would alter my views bullishly.  

This has put the risk of a government shutdown on a market backburner.  But watch this space. 

 

I guess we could argue back and forth about the data and hawkish aspects to the Beige Book – they do like their 

Phillips Curve – and the stronger GDP data and Confidence and suggest that contributed to the weakness.  Or the 

tax bill, or the Brexit things.  But then had the market rallied flatter we could have pulled out some of the regional 

manufacturing notes or the ever-tame wage story or pointed to some retired secretary grandma in Vegas who 

has taken a break from investing in poker games and instead bought Bitcoin which until mid-November she 

thought was just a big coin.  (https://goo.gl/QLt1p3).   

 

But, anyway, I think we’re getting a break here, a correction more than direction bearing in mind the time of 

year, the illiquidity that tends to exaggerate moves and the ‘coiling’ since that start of November that’s likely 

left people a bit too complacent.   

 

https://goo.gl/QLt1p3
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Targets are not too ambitious just yet.  The October peak at 2.48% in 10s seems an easy shot, but I’ll push for a 

probe into the 2.50s.  Why?  If you recall the seasonals have tended to be bearish in the last several years, in 

marked contrast to tradition, and I want to respect that shift.  A bit of curve steepening goes with that. 

 

I could blather on about the tax package and next week’s data hopes (like Average Hourly Earnings expected to 

gain a hefty 0.3%), but already sense I’m trying to skew data expectations to what essentially is a chart/technical 

story.  Even my ‘ambition’ to see 10s into the 2.50s seems a tad contrived, especially given my expectation for 

asset rebalancing vs. stock that favors bonds.  Still, having marked out a narrowing range trade and broken a bit, 

some follow through seems about right.  I’m keeping my eye on the 30-yr’s 200-day MA at 2.89% to the low 

2.90s, as well, and give some bias to 10s underperforming. 
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