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After lulling market participants into complacency with near zero volatility in 2017, the stock market 
served-up a righteous dose of volatility in the first quarter of 2018.  During the period from January 26th 
to February 8th, the S&P 500 declined a heart-pumping 10.2%!  The proximal cause of the stock market 
correction was a sudden increase in the rate of interest on 10-year Treasury securities, which spiked 
from 2.44% at the end of 2017 to 2.84% on February 2nd.  Although markets never send out e-mails 
announcing the reasons behind sudden price adjustments, it seems likely that the precipitous increase in 
interest rates in the first month of 2018 was an upward revision in economic growth expectations on the 
back of the Tax Cuts and Jobs Act of 2017, which was passed into law on December 22nd.  

Although the stock market began its correction before the end of January (see chart #1), most of the 
decline came after the Bureau of Labor Statistics (BLS) released The Employment Situation Report on 
February 2nd, which showed an increase in average hourly earnings of 2.9%. Although this figure was 
revised slightly lower to 2.8% and the March figure declined to 2.6%, the cat was out of the bag. The 
bond market and, subsequently, the stock market finally caught onto something we have observed for 
quite some time; labor market conditions are very tight, and wage growth is poised to increase at a rate 
above the paltry 2% rate experienced since the recession.  

Chart #1 
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In the years following the 2008/09 recession, we have often highlighted changing demographic trends in 
our economic analysis. For most of the period after World War II, the U.S. demographic curve displayed 
a single mode, which we know as the baby-boom. Visually, the baby-boom looked like a mountain in a 
demographic chart of the U.S. population. The single mode of the U.S. population distribution prior to 
the Great Recession made it relatively easy for economists and investors to glean some interesting 
insights. The trick was simply to imagine what the people comprising the bulge in the population curve 
might need as they matured. For example, when the baby-boom entered their thirties, their income 
potential was on the rise and they needed houses to accommodate rising household formation. 
Conversely, as the baby-boom approaches retirement age, they are saving for retirement, consumption 
is slowing and they are downsizing their living quarters.  

Around the time of the Great Recession, however, the economic implications of the demographic 
picture changed. Chart #2 displays a bi-modal demographic distribution (i.e., two mountains). The baby-
boom is depicted as the mountain on the right of the chart and their children, the echo-boom, are 
depicted on the left. The valley in the middle is the baby-bust. 

Chart #2 

 

Source: U.S. Census Bureau 

The Great Recession occurred 10 years ago when the generation between the Baby-boom and Echo-
boom reached 30 to 34 years of age, which is the age at which Americans have historically become 
home owners. Essentially, when the baby-boomers began to prepare for retirement by downsizing their 
homes, there was no one to the buy the large homes in which they raised their families. This 
precipitated the now infamous housing crisis. 

Fast forward 10 years to 2018 and we see the baby-boom retiring in large numbers and at an increasing 
rate. Contrary to the post-war period in which economic activity was driven by a single age cohort, the 
current economic environment is a function of two opposing forces. The baby-boomers are retiring and 
their children are entering their prime work years. This phenomenon has led to distortions in economic 
data and, along with those distortions, perhaps some erroneous conclusions by many economists. 



For example, economists have been puzzled by the lack of wage growth during the current economic 
expansion despite a low level of unemployment. At a 4.1% rate of unemployment, surely the economy 
must be approaching full employment and, therefore, substantial wage growth. Chart #3 below displays 
wage growth over the past 20 years. The yellow line comes from the Bureau of Labor Statistics monthly 
report of The Labor Situation. This is the figure that you would hear quoted in the financial press and by 
politicians seeking to twist economic data to suit their self-interest. By inspection, we observe that wage 
growth declined from 4% prior to the last recession to 2.6% most recently. The obvious question is: Why 
did wage growth not revert to a robust 4% level in the current economic recovery as it did in the last 
two business cycles? The answer, we believe, can be explained by the change in the demographic 
picture. 

Chart #3 

 

Source: Atlanta Federal Reserve Wage Tracker and Bureau of Labor Statistics 

The blue line in chart #3 is a data series produced by the Atlanta Fed that also depicts wage growth. 
While the BLS wage growth data series (yellow line) displays overall wage growth in the economy, the 
Atlanta Fed series tracks wage growth for people who are working at both the beginning and the end of 
the observation period. In other words, it removes the effect of people who retired during the 
measurement period. Although the BLS data series represents the actual wage growth that is driving the 
current economy, the Atlanta Fed is the “ghost of Christmas future.” In other words, as the baby-boom 
retires they fall out of the wage growth calculation. Workers who are near retirement have considerably 
higher wages than youngsters entering the work-force. When their income drops out of the data pool, 
this has a substantial depressing effect on the BLS wage growth data series. The Atlanta Fed data series, 
on the other hand, tells us future wage growth is 3.5%, which is approximately one full percentage point 



higher than current wage growth and likely to rise as the echo-boom becomes more experienced in their 
careers.  

Chart #2 shows that the current peak of the baby-boom was the 5-year cohort born between 1958 and 
1962. This means that the peak of baby-boom is about to turn 60. From a purely mathematical 
perspective, as these boomers approach retirement, which we’ll assume is age 65 on average, the BLS 
wage growth series will approach the Atlanta Fed series, which means wage growth is poised to rise 
over the next five years.  

As referenced earlier, The Employment Situation Report released on February 2nd may have been a large 
part of the reason that the stock market tumbled in February. Naturally, an acceleration in wage growth 
could lead to an acceleration in inflation which, in turn, could prompt the Fed to take the punch bowl 
away from the stock market party. The operative word in the preceding sentence is could. Wage growth, 
in and of itself, is not a party spoiler. An economy can tolerate wage growth if it is offset by comparable 
gains in productivity. Several members of the Federal Open Market Committee (FOMC) are on record 
acknowledging that they subtract the growth rate of productivity from the growth rate of wages to 
assess the potential for wage growth to exert upward pressure on inflation.  

Unfortunately, productivity growth has not been robust in recent years. As noted in our January 
commentary, however, The Tax Cuts and Jobs Act of 2017 substantially reduced corporate tax rates and 
allowed for capital expenditures to be fully expensed in the first year. These tax reductions increase the 
return on capital and could incentivize corporations to increase capital investment. An increase in capital 
investment would likely increase productivity and could largely offset the rising inflationary pressure 
that will likely occur as the income-depressing effect of retiring baby-boomers reaches a turning point in 
the next few years.  

In summary, we believe wage growth will rise as the depressing effect of the retiring baby-boom falls 
out of the data and reveals the powerful trend of the echo-boomers entering their prime work years. 
Interest rates should rise to reflect rising wage growth and a normalization of Federal Reserve Monetary 
Policy (discussed in previous commentaries). Rising interest rates will likely produce a more volatile 
stock market than we have experienced in recent years during which interest rates were depressed due 
to extraordinarily easy monetary policy. Although inflation is likely to increase, hopefully it may only 
increase at a modest pace despite rising wage growth because wage pressure could be offset by 
increasing capital investment. 

What does all of this mean for stocks? Modestly rising inflation could lead to improved corporate pricing 
power, which has been sorely lacking for 10 years. Although equity valuation multiples will likely get 
compressed as interest rates rise, improved pricing power, along with improving demand for goods and 
services that may come from The Tax Cuts and Jobs Act of 2017, should lead to accelerating corporate 
profits. Overall, accelerating earnings growth should trump valuation compression as long as capital 
investment growth is sufficient to keep inflation in check. Consequently, despite increasing stock market 
volatility, we believe this is a reasonable economic backdrop for equities and our outlook, therefore, 
remains constructive. If, on the other hand, The Tax Cuts and Jobs Act of 2017 fails to incentivize 
sufficient capital investment, we will have to consider the possibility of a party-disrupting recession as 
early as 2020 when the job market may constrain economic activity and inflation could incite the Fed to 
take the economy off the boil. We are also attentive to the current trade negotiations that the Trump 
Administration is fostering with our key trading partners. For now, we’ll assume that Trump’s aggressive 
trade posture is merely a reflection of his negotiating style. Nonetheless, we are mindful that the trade 
negotiations could upset the economic apple cart. 
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