
enough compelling evidence to suggest 
that the chronic drags on economic growth 
in recent years - weak wage growth and 
subdued business investment - have been 
alleviated in any sustainable way.  

Wages are growing at a slightly better pace, 
and an unemployment rate of under 4% does 
portend better growth ahead.  But the highly 
publicized year-end bonuses that followed 
the passage of the TCJA are but a distant, 
one-off memory.  So are many economists’ 
predictions that employees will enjoy an 
ongoing benefit from the corporate tax-cut 
windfall.  The unfortunate reality is that, so 
far anyway, stock buybacks and dividend 
hikes continue to be the preferred use for 
the corporate tax windfall.  As such, the 
large majority of the TCJA spoils continue 
to accrue to a small percentage of wealthier 
Americans – those who own the large 
majority of stock market wealth.  

One of the sad ironies of the Fed’s monetary 
policy is that the Fed will, in all likelihood, 
end up raising interest rates more aggressively 
just as wage gains finally start to accelerate.  
The Fed’s actions will likely put a ceiling on 
wage gains just as middle-class workers start 
to enjoy fatter paychecks and begin to close 
the income gap.  Our view continues to be 
that more robust and sustainable economic 
growth will only materialize when a broader 
swath of middle-class Americans begin to 
earn higher incomes.  And better income 
gains will only come when workers become 
more productive. 

Economy
Notwithstanding the normal first-quarter 
sluggishness, economic growth is set to 
improve in 2018.  Most economists now 
expect growth of about 3% for the year, 
which is a meaningful acceleration from the 
2.2% average pace since the end of the Great 
Recession ( June, 2009).  The improvement in 
growth is underpinned by robust consumer 
spending combined with a resurgence in 
business investment.  The former has grown 
in a relatively consistent manner in recent 
years, driven by steady job growth, credit 
expansion, falling savings rates, and positive, if 
lackluster, wage growth.  Business investment, 
on the other hand, has been relatively weak 
and inconsistent during the nine-year 
recovery.  We expect higher levels of business 
investment to result from improved business 
confidence, a reduction in regulation, and 
the stimulative effect of the recently passed 
tax cuts (Tax Cuts and Jobs Act, or TCJA).  
Business investment will also likely benefit 
from some projects that had been deferred 
until the passage of tax legislation.  

It is important to note that while we are 
seeing a near-term acceleration in economic 
activity, it is far too early to determine whether 
better growth rates will be sustainable.  The 
TCJA was designed to prime the economic 
pump, largely through supply-side tactics 
that would unleash animal spirits and usher 
in a new period of growth and prosperity. 
But while gauges of consumer and business 
confidence do seem to suggest that animal 
spirits have been aroused, there is still not 
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Fortunately, we are seeing a near-term 
spike in business investment.  Spending on 
equipment, facilities and software generally 
leads to better growth in labor productivity.  
But tax relief, in and of itself, is not going 
to trigger a sustained period of business 
investment. Businesses make long-term 
capital investments only when the expected 
payoff from those investments will exceed 
the cost of capital. Therefore, we don’t see any 
sustainable surge in business investment in 
the absence of better demand visibility.  Alas, 
the chicken and egg problem.  

You will not be surprised to hear that we 
believe the economic growth we are seeing 
in 2018 may prove fleeting.  The TCJA does 
not address the root causes of our sluggish 
economic growth, which are a severe 
concentration of income and wealth at the 
top and a failure to invest in the future growth 
of our economy.  If we insist on regressing 
back to trillion-dollar deficits, we think 
the money would have been better spent 
on productivity-enhancing investments 
in education and training for the jobs of 
tomorrow, infrastructure improvements, 
health and wellness initiatives, and research 
in emerging fields such as green energy, 
Artificial Intelligence, and biotechnology.  
The added debt will instead exacerbate 
economic inequality without providing 
a necessary foundation for longer-term 
economic growth.   

Timing is Everything

Just as the Federal Reserve attempts to 
unwind its years of interest-rate suppression, 
signaling its confidence in the economy, 
Congress has decided that the economy is in 
the need of fiscal stimulus.  The decision to cut 
taxes and ramp spending is highly unusual 
at this point in the economic cycle.  Under 
normal circumstances, deficit spending 

tends to decrease during expansionary 
times and increase during recessionary 
times.  Larger deficits during recessions are 
justified because the government must step 
in to fill a deficiency in demand, thereby 
shoring up the economy and helping to 
create jobs.  During expansionary times, 
on the other hand, tax revenue is generally 
on the rise, and there is less of a need for 
outsized government spending because 
private demand is sufficient to support 
economic growth. Also, and importantly, 
adding sizeable stimulus during economic 
expansions can cause inflation to spike, 
which ultimately must be addressed by the 
Fed through growth-inhibiting interest- 
rate increases.   

Our leaders should also be cognizant 
of the fact that our profligate spending 
now, at a time of relative prosperity and 
consistent growth, leaves us with much less 
ammunition to jump-start the economy in 
the event of a recession.  The Congressional 
Budget Office (CBO) is already projecting 
a federal budget deficit of nearly $1 trillion 
by next year.  The deficits will continue to 
grow thereafter, and the CBO does not even 

include a recession in its forecasts!  If we’re 
running unsustainably high deficits already, 
how difficult will it be to enact stimulus 
spending amid the severe shortfalls in tax 
revenue that are typically associated with 
recessions?  Is there a limit to how much 
debt the federal government can issue?  We 
may find out.

At the very least, such high levels of 
government spending at this point in the 
economic cycle threaten to put upward 
pressure on interest rates and “crowd out” 
private investment. Puzzlingly, Treasury 
Secretary Steve Mnuchin seems completely 
unphased by the Herculean task ahead of 
him.  He must sell enough Treasury bonds 
to cover not only the trillion-dollar annual 
deficits but also the massive amount of debt 
that will be maturing in the coming years.  
And he must do so against the backdrop of: 
1) the Fed raising interest rates; 2) the Fed 
reducing the size of its over four-trillion-
dollar bond portfolio; 3) an acceleration in 
economic growth; and 4) signs that foreign 
central banks may look to either slow or 
reduce their Treasury holdings.  Each of 
these factors suggest that interest rates could 

Sources:  Congressional Budget Office, Bureau of Economic Analysis, and Bureau of Labor Statistics.   
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be rising even more in the months and 
years to come, making the Treasury’s job of 
affordably funding our budget shortfalls a 
lot harder.  I said it once and I’ll say in again, 
Fed Chairman Jay Powell and Treasury 
Secretary Steve Mnuchin have the least 
desirable jobs in America!  

The CBO’s projected deficits (which don’t 
factor in a recession!) are not sustainable.  
The bond markets may not mutiny this year 
or next, but eventually there is going to be a 
problem.  At the very least, the situation will 
require major changes to our entitlement 
programs (Social Security, Medicare, etc).  
So don’t be surprised if that’s the next item 
on Congress’ docket!

Stocks
While the outlook for the economy and 
corporate earnings appears constructive over 
the near term, there is a risk that we have 
reached “peak optimism.”  On the back of 
the TCJA, analysts now expect S&P 500 
earnings to grow by over 20% this year 
followed by another 10% in 2019 for a 
2-year total increase of 33%!  Stock prices 
tend to look out at least six months, so 
much of the earnings strength may already 
be incorporated in today’s prices.  But are 
the gathering intermediate-term risks fully 
accounted for?  

Corporate America faces a number of 
ongoing challenges, including rising energy 
and other commodity prices, a strengthening 
dollar, rising labor costs, higher debt-service 
costs (high debt balances and rising rates), 
pent-up investment spending, and the 
threat of trade wars (which are highly 
inflationary).  Based on these risks and 
lofty earnings expectations, most of which 
are incorporated in current share prices, we 
think the onus remains on companies to 

in the opposite direction the way the Nifty 
Fifty did in the 1970’s?  Stocks like Amazon 
and Netflix trade at P/E multiples of 100x or 
more.  Where will the floor be when and if 
those stocks fall out of favor?

The Yield Curve

Are there any clues that might foreshadow 
a slowdown in economic growth and 
therefore corporate earnings?  It turns out 
there may be.  An inverted yield curve refers 
to a situation whereby the cost of borrowing 
for a long period of time decreases below 
the cost of borrowing for a short period of 
time.  This phenomenon is relatively rare 
because lending money for long periods 
of time is inherently riskier as the value of 
long-term bonds can fluctuate, sometimes 
materially, with changes in interest rates.  
A bond investor must be compensated for 
this additional risk.  When the yield curve 
becomes inverted, however, it is a signal that 
interest rates may decline in the future.  A 
shift in interest rates large enough to invert 
the yield curve could signal that economic 
growth will slow and/or inflation will 
decline.  

The chart below shows that an inverted 
yield curve preceded the last three recessions 
(depicted by the gray shaded areas).  The 
chart also shows that the yield spread 
between the 2- year and 10-year Treasuries 
has decreased dramatically over the past 
several years.  Is the bond market trying to 
tell us something?  It could be.  But there 
could also be other factors causing the 10-
year bond to remain in high demand.  The 

show that can hit or exceed these estimates 
against a more challenging backdrop.    

FANGs

In our weekly Market Commentaries (sent 
via email), we have periodically discussed 
the importance of the FANG stocks (we 
include Facebook, Amazon, Alphabet, 
Netflix and Apple) in driving performance 
for the broader market indices.  So we 
thought we’d provide an update as to how 
dependent the markets have been on these 
five “technology” stocks.  

As of this writing, the five FANG stocks are 
up 41% year-to-date on average compared 
to just 4.5% for the S&P 500 (not including 
dividends).  The table below shows that the 
stocks have grown in market capitalization by 
$617 billion to $3.4 trillion so far this year.  At 
the same time, the increase in the S&P 500 
(which consists of 500 stocks!!) has been just 
$786 billion. Therefore, five FANG stocks, 
representing just 1% of the total companies 
in the S&P 500, have been responsible for 
80% of the total increase in S&P 500 market 
capitalization this year.  If you think that’s 
hard to believe, consider this.  If the five 
FANG stocks were their own industry sector, 
their market capitalization would represent 
over 14% of the S&P 500, and they would 
be the second-largest industry sector in the 
S&P 500 (Technology is the largest, which 
contains three of the FANG stocks).  

The FANG stocks have become the new 
‘Nifty 50.’  That’s all fine and dandy, but 
what happens when the stocks start to move 

Sources: Bloomberg, FactSet, Yahoo Finance.   
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most compelling explanation might be that 
the yield spread between the 10-year US 
Treasury and the 10-year German bund has 
become quite wide.  Investors may be using 
the large spread to arbitrage by buying the 
10-year US Treasury and shorting the 10-
year German bund.  Time will tell.

The chart below shows that the Fed’s seven 
quarter-point interest-rate hikes to date have 
led to a much steeper increase in the 2-year 
yield as compared to the 10-year yield.  As 
a result, the yield spread has decreased from 
about 1.25% prior to the first rate hike in 
December, 2015, to just around 0.30% as of 
this writing.  Why would anyone take the 
risk of owning a 10-year Treasury at 2.85% 
if you can get 2.55% by purchasing a 2-year 
Treasury?  Somebody thinks the rosy 3%-
4% GDP growth scenarios aren’t coming 
anytime soon.    

Introducing the “Trump Call”
It seems like a sort of “Trump put” is 
being put in place.  Each time President 
Trump or one of his representatives 

says something that is unfriendly to the 
markets, the markets predictably swoon 
and then we get President Trump or one of 
his representatives coming out and walking 
back the prior statement.  In our view, there 
is little doubt that stock investors have 
become emboldened by the President’s 
obsession with stock prices. 

What is even more interesting, though, 
is that there seems to be a “Trump call” 
developing as well. Each time investor 
confidence improves and stock prices start to 
head higher, President Trump or one of his 
reps comes out and says something that is 
market unfriendly (most frequently, hawkish 
trade rhetoric).  We didn’t like the notion of 
a Fed put, and we certainly don’t like the 
notion of a Trump put or call.  As investors, 
we’d like to get back to free markets, with 
as little influence from monetary policy and 
politics as possible!

Source: Bloomberg.   

Source: Bloomberg.   


