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The simple message is the economy is doing well...We have confidence in the robustness of the 

economy and its resilience to shocks...We’re operaƟng in an environment where the U.S. economy 

is performing well and risks seem preƩy balanced.  I think people can feel preƩy good about the 

economic outlook. 

‐  Federal Reserve Chair Janet Yellen, March 15, 2017 

T 
he  irony  of  the  Fed’s  decision  to  raise  interest  rates,  accompanied  by  Yellen’s  fairly 

posiƟve statement, is our concern that risks were, in fact, rising at that Ɵme.  We are not 

suggesƟng in any way that the systemic risks are worrisome or that a recession is around 

the corner, but we do worry that risks are somewhat higher than they have been since 

the elecƟon of Donald Trump.   

The elecƟon of Mr. Trump ushered in a changed investment environment.  Investors believed that 

the  new  administraƟon  would  quickly  reduce  regulaƟon,  lower  taxes,  spend  heavily  on 

infrastructure,  and  repeal  and  replace  Obamacare.    Each  of  those  campaign  promises  have 

important investment implicaƟons, and the sectors that were impacted by those promises began to 

improve virtually the second the elecƟon results were known. 

The  promise  of  lower  regulaƟon  was  instrumental  in 

pushing the performance of the financial services sector 

to  the  top  of  the  heap  since  the  presidenƟal  elecƟon.  

Financial companies have been burdened with 

regulaƟons that have been piled upon regulaƟons for 

decades.  There are anƟ‐money  laundering regulaƟons, 

anƟ‐terrorist  regulaƟons,  Dodd‐Frank  and  Volker  rules, 

SEC  rules,  CFTC  rules,  FINRA  rules,  Office  of  the 

Comptroller  of  the  Currency  rules,  FDIC  rules,  Federal 

Housing Finance Authority rules, and the new Consumer 

Financial  ProtecƟon  Bureau  rules.    Most  of  these 

regulaƟons are well‐meaning, and many are effecƟve at 

protecƟng  consumer  interests,  but  the  burdens  have 

grown and grown, and  the costs of understanding and 

abiding by these regulaƟons has become extreme.  The 

promise of fewer regulaƟons, and perhaps even the 

potenƟal for less‐aƩenƟve enforcement of these 

regulaƟons, was one of the primary factors pushing 

financial stocks higher.    Any  reducƟon  in  the  cost  of 

regulaƟon  would  fall  directly  to  the  boƩom  line,  and 

many investors believed that relief for these companies 
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was  finally  at  hand.    Stock  prices  almost  immediately 

reflected the potenƟal  for higher earnings coming from 

a more friendly regulatory environment. 

In addiƟon to lower regulaƟon, investors were also 

enamored with the prospects for lower taxes.  Analysts 

were quick to idenƟfy those companies with the highest 

effecƟve  tax  rates,  and  the  commensurate  increase  in 

earnings that would follow any change  in corporate tax 

rates.  Corporate tax rates in the United States are the 

highest in the developed world, and any reducƟon in 

those rates would make America more compeƟƟve on 

a global scale.   While  it  is  true  that many  companies, 

parƟcularly  the  large  mulƟ‐naƟonal  corporaƟons,  pay 

much  lower  taxes  than  the  highest  posted  rates,  any 

reducƟon in tax rates would be welcomed by corporate 

America. 

Tax policy is one of those complex poliƟcal animals that 

have some of the highest unintended consequences.  

For  example,  consider  the  luxury  tax  placed  on  the 

purchase of new yachts several years ago.  Why not tax 

the cost of very high‐end boats?  This tax falls solely on 

the very wealthiest of  individuals,  those  that  can easily 

afford  to  contribute more.    It  seems  like  such  a  logical 

alternaƟve.    The  unintended  consequence  was  that 

wealthy  people  stopped  buying new  boats  and  instead 

refurbished  exisƟng  yachts  where  there  was  no  luxury 

tax.  As new yacht sales dropped toward zero, so too did 

employment  at boat‐building yards.   A  tax on high‐end 

boats caused employment to decline for blue‐collar boat 

builders.  How is that for unintended consequences! 

The  market  impact  of  taxes  is  to  generally  encourage 

less  producƟon  or  consumpƟon  of  that  item  being 

taxed.    We  tax  cigareƩes  so  that  fewer  cigareƩes  are 

consumed.    The  same  with  liquor  taxes.    Why,  some 

people ask, would the government want to tax incomes?  

Who wants lower incomes?   

Arthur  Laffer,  an  economist  for  the  Reagan 

administraƟon,  came up with  the  thought process now 

bearing his name, the Laffer curve.  His thought process 

suggests  that  as  tax  rates  are  raised,  revenues  may 

actually  decline.    Consider  tax  rates  that  are  100%  of 

income.  A confiscatory tax that high would mean there 

would  be  zero  revenue  collected  by  the  government 

because  no  one  would  work.    Who  would  put  in  the 

effort  to  work  when  all  of  the  proceeds  would  be 

collected by the government?  Laffer’s idea is one of the 

cornerstones  of  Supply‐Side  economics.    Raising  tax 

rates could actually lead to lower, not higher revenues. 

We are all for a simplificaƟon of tax codes, and the lack 

of  credence  paid  to  Steve  Forbes  flat‐tax  seems  more 

poignant  with  each  passing  day.    The problem is 

designing tax rules that provide the incenƟves we 

desire without the unintended consequences we seek 

to avoid.  The other problem with redesigning the tax 

code is trying to determine what the impact on 

revenue will be.    Baseline  forecasts  imply  holding 

everything else constant and only changing the tax rates.  

However,  we  know  from  past  experience  that  holding 

everything  constant  ignores  the  pending  unintended 
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consequences,  some  of  which  might  be  posiƟve.    The 

current  administraƟon  is  arguing  for  the  need  for 

dynamic  forecasts,  that  is  revenue  esƟmates  that 

incorporate  a  higher  economic  growth  rate  because  of 

the incenƟves from lower taxes.  The truth of the maƩer 

is that ciƟzens work hard to legally reduce their 

personal tax bill, and it is very hard to know with any 

precision what the impact on revenue will be from any 

tax revision. 

Adding to this complexity is the fact that many budget 

conscious ciƟzens do not want to see the federal 

deficits increased.  Tax  cuts  that  end  up  reducing  the 

revenues  collected will  therefore  cause  budget  deficits 

to  expand.    Budget  deficits  are  not  that  threatening 

today,  but  future  forecasts  do  not  look  promising.    As 

ciƟzens  age,  their  incomes decline while  their  need  for 

social  services  tends  to  increase.    The esƟmates of 

future deficits are somewhat discouraging, and the 

need for more budget restraint is omnipresent.  

The  current  administraƟon  has  promised  to  make  any 

revision to the tax code “revenue neutral.”  That means 

the amount of  revenue collected will be unchanged, so 

that tax code revisions will not add to our deficits.  This 

is a wonderful goal, but it has implicaƟons that may not 

be  fully  recognized  by  stock  markets.    If tax code 

revisions are revenue neutral, then there will be 

winners and losers.  Some companies will pay more 

while others will pay less.  The net result is that there 

will be, at best, a very modest increase in the earnings 

of corporate American.  If some of the recent gains in 

the stock market are based on the prospects for higher 

earnings due to lower taxes, then the market may, in 

fact, be overesƟmaƟng Trump’s posiƟve influence.  This 

is  a  risk  that  seems  more  apparent  than  it  was 

immediately following the elecƟon. 

Infrastructure  is  another  one  of  those  market  sectors 

that has performed well since the presidenƟal elecƟon. 

The potenƟal benefits are being pushed into the future, 

and stock prices may be somewhat ahead of themselves.  

Both candidates promised to spend heavily on improving 

America’s  infrastructure,  and  the Trump administraƟon 

has  recently  voiced  its  desire  to  spend  $1  trillion  over 

the next decade. 

It  is no secret that our bridges and highways are aging, 

and too much maintenance has been delayed for far too 

long.    Our  air  traffic  control  system  is woefully  behind 
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that  of  many  other  companies.    Our  cellular  system  is 

not  as  advanced  as  those  in  Japan  and  in  parts  of 

Europe.    France  and  Japan  have  had  fast  trains  for 

decades, and even China’s  fastest  trains  far exceed  the 

speed aƩainable on America’s aging tracks. 

There  are  worthy  projects  that  need  aƩenƟon,  and 

society  would  benefit  from many  of  them.    Of  course, 

the poliƟcal spoils of spending heavily on  infrastructure 

are  hard  to  avoid,  and  it  is  likely  we  will  get  some 

bridges  to  nowhere  just  to  please  some  poliƟcal 

consƟtuency somewhere.   

Many economists believe it was more appropriate to 

spend heavily on infrastructure when the economy was 

struggling to recover from the Great Recession, but it is 

much more difficult to jusƟfy government spending on 

these projects when the economy is doing well. 

Adding  insult  to  injury  is  the  fact  that  any  spending 

program  is  unlikely  to  generate  much  revenue  to 

support not  just  the construcƟon of  these projects, but 

also  the  necessary  conƟnuing  maintenance.    An  air 

traffic control system could be supported by flight taxes, 

and  highways  and  bridge  construcƟon  could  be 

supported  by  increased  gasoline  taxes,  as  originally 

intended  when  Eisenhower  created  the  Interstate 

Highway  System.    RegreƩably,  the hue and cry 

prevenƟng any increase in gasoline taxes is part of the 

reason why we find our roads in such a state of 

disrepair.  Gasoline taxes have not been increased 

since 1993, and the system finds itself unable to meet 

its current obligaƟons. 

Intelligently  conceived  infrastructure projects  that have 

funding  sources  would  be  a  plus  for  our  society.  

However,  infrastructure  that  is  unsupported  by  any 

revenue steam, and simply  raises  the deficit,  is unlikely 

to  be  in  the  country’s  best  long‐term  interest.   As the 

poliƟcal realiƟes of infrastructure spending are 

confronted, it seems likely that any infrastructure 

spending bill will be postponed, and may not have any 

posiƟve impact in 2017.  Stocks with higher earnings 

esƟmates based on this spending starƟng in 2017 could 

be poised for some near‐term disappointment. 

As we have seen in recent weeks, the Republican plan to 

replace  Obamacare  with  something  beƩer  and  less 

expensive  failed  to  gain  any  tracƟon,  and  was  pulled 

from  the  House  before  an  embarrassing  vote  could  be 

completed.    Healthcare  reform  is  a  very  difficult  issue, 

and the statement from Mr. Trump that “nobody knew 

that health care could be so complicated’ seems naïve at 

best.  This is the inherent problem with enƟtlements—

people like them, and once you provide them, people 

do not want to give them up, even if they were against 

the very noƟon of that enƟtlement just weeks before. 

While the investment implicaƟons of the failed repeal of 

Obamacare are more difficult to determine, the fact that 

the Republican house could not agree on a plan 

suggests that other parts of the Trump agenda may be 

delayed or stopped by poliƟcal infighƟng not just 
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between parƟes, but also from within the Republican 

party as well. 

Deficit hawks could fight infrastructure and tax reform 

based on their likely potenƟal to increase the deficit, 

and  it  may  be  that  other  promises  made  during  the 

campaign  will  find  a  similar  fate  as  the  repeal  and 

replacement  of  Obamacare.    This  is  a  risk  for  the 

markets that was not prevalent a few weeks ago. 

In the period following the elecƟon, we saw a change in 

the  stock  markets  psyche.    Prior  to  the  elecƟon,  the 

market  had  been  dominated  by  the  concept  that  the 

“new normal,” that is very slow growth, was here to stay 

for the foreseeable future.  As the third quarter of 2016 

ended,  and  as  the  run‐up  to  the  presidenƟal  elecƟon 

progressed, the market began to embrace the idea that 

the  “new  normal”  could  be  ending,  and  more  robust 

growth was ahead.   

More  robust  growth  would  come  with  faster  inflaƟon, 

and  the  “reflaƟon”  trade  since  the  elecƟon  was 

characterized by modestly rising interest rates, rising oil 

and  commodity  prices,  lower  credit  spreads,  and  a 

stronger  U.S.  dollar.    Industrials,  materials  and  other 

more  cyclically‐oriented  sectors  were  outperforming, 

while the more conservaƟve, slower growth sectors such 

as  consumer  staples,  uƟliƟes  and  telecommunicaƟons 

were lagging. 

The character of the market started to change right 

around the Ɵme that the Fed raised interest rates for 

the second Ɵme in three months.  10‐year interest rates 

had  increased  to  about  2.6%  in  response  to  the  Fed’s 

move, but interest rates quickly began to decline, and as 

of this wriƟng, the yield on the 10‐year note was down 

to  2.35%.    Why were interest rates falling in a 

reflaƟonary environment?  That did not make sense. 

Adding  to  the  unease  was  a  steady  drop  in  copper 

prices.    Copper  is  oŌen  referred  to  as  “Dr  Copper” 

because  it  is  a  good  indicator  of  the  strength  of  the 

economy.    Electricity  runs  on  copper,  and  economies 

cannot  expand without  copper  and without  electricity.  

The price of copper dropped about 6.5% from the 

recent highs.  This is not indicaƟve of an economy that 

is poised to accelerate its growth. 

The U.S. dollar had also been strengthening since before 

the elecƟon.  The stronger dollar reflected rising interest 

rates  here  at  home  and  an  “America  First”  mentality.  

AŌer reaching a high near the end of the year, the dollar 
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declined by about 4% in the first calendar quarter.  Why 

was the dollar falling when the Fed was raising interest 

rates and economic growth was supposed to be 

rebounding? 

Nearly all of the signs of the reflaƟon trade showed 

signs of reversing just as the Fed raised interest rates.  

Not  only  did  longer‐maturity  interest  rates  fall,  but  so 

did  the  dollar,  oil,  and  other  commodity  prices,  while 

credit spreads began to widen out.  The signals coming 

out of the economy were not completely supporƟve of 

the conƟnuaƟon of the reflaƟon trade.  This  is 

somewhat  disconcerƟng  and  causes  us  to  be  slightly 

more cauƟous. 

It seems that economic growth has been parƟcularly 

weak during the first calendar quarters since the end of 

the Great Recession.  We do not have an explanaƟon as 

to  why  that  is  occurring.    Certainly  some  parƟcularly 

harsh winters have pulled  acƟvity  from  the winter  into 

the spring.  Yet for much of the country, this winter was 

fairly mild, and yet the Atlanta Fed is currently indicaƟng 

that economic growth is running at only about 1%, down 

from  the  2.1%  reported  during  the  fourth  calendar 

quarter.    This  is  the  lowest  reading  since  April  of  last 

year.  Why is first quarter growth weak again?   

An analysis of the numbers does support the conclusion 

that  the first quarter has been the weakest calendar 

quarter of the years following the Great Recession, so 

perhaps this year is no different.  Perhaps the seasonal 

adjustments  need  to  be  reworked,  or  perhaps  the 

economy has grown more seasonal.  At first glance, this 

does  not  make  sense  since  we  are  more  of  a  service‐

oriented economy, and the demand for services should 

not necessarily be impacted by the Ɵme of the year. 

Wouldn’t  it  be great  if Donald Trump could use one of 

his  handy  execuƟve  orders  and  mandate  that  growth 

will  be  3‐4%  for  the  rest  of  his  administraƟon.    That 

would  certainly  solve  a  lot  of  problems.    With  faster 

growth  would  come  modestly  higher  interest  rates, 

higher  corporate  profits,  higher  tax  revenues  and  the 

complementary lower deficits.  If only it were that easy. 

The President must  now  consider  his  own  “HippocraƟc 

oath”  to  our  country  to  “do  no  harm.”    He  must  do 

everything in his power to help America grow, to rebuild 
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our Ɵred infrastructure, and to help us face the poliƟcal 

and  social  problems of  the upcoming  21st  century.    By 

nearly all measures, this does not mean the passage of a 

“border  adjustment  tax”  (BAT)  or  the  prevenƟon  of 

immigraƟon into this great country of ours. 

It seems clear to most economists that a border 

adjustment tax is nothing more than a protecƟonist 

tariff, the kind that exacerbated the pain of the Great 

Depression.  According  to  definiƟons  from  the  World 

Trade  OrganizaƟon,  “tariffs  give  a  price  advantage  to 

locally‐produced  goods  over  similar  goods  which  are 

imported,  and  they  raise  revenues  for  governments.”  

Nothing more needs to be said.  Perhaps Mr. Trump will 

negoƟate  the U.S  out  of  the World  Trade OrganizaƟon 

when the WTO declares a BAT illegal on the playing field 

of free trade.  It does seem that most republicans and 

democrats alike are moving away from the BAT, and 

this is a very good thing. 

Likewise, an immigraƟon policy that prohibits people 

from immigraƟng to the United States will likely slow 

the growth of our country, just at a Ɵme when we need 

more growth, not less. 

Market risks have increased, due in part to the fact that 

Trump’s policies may be delayed for some Ɵme.  We do 

need pro‐growth policies, and the hopes that came 

with the elecƟon of a more populist President seem to 

have been postponed.  That is a shame for all of us. 

When we assess the health of markets, we look for 

three things.  First, we want to see interest rates gently 

moving up, which we see as a confirmaƟon of stronger 

economic growth ahead.  Interest  rates  have  moved 

materially  higher  since  last  June,  even  as  they  have 

backtracked  somewhat  over  the  past  couple  of weeks.  

Further, we look for stronger corporate earnings which, 

again, confirms stronger economic growth.  Here again, 

the news is relaƟvely posiƟve.  Corporate earnings are 

poised to grow in 2017, even as earnings have been 

fairly stagnant for quite some Ɵme.  Lastly, we look for 

improved confidence as a sign that the growth in the 

economy can be sustained.  Here the news is quite 

posiƟve.  Both consumer confidence and small business 

confidence have improved smartly since the elecƟon, 

and are now at levels higher than were prevalent prior 

to the start of the Great Recession.  This is very 

important and helps us miƟgate our concerns. 
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With  regard  to  the  next  recession,  our  best  indicators 

are the shape of the interest rate curve, called the yield 

curve, and the growth of the index of Leading Economic 

Indicators  (LEI).   On both of  these metrics, we find no 

evidence that a recession is on the near‐term horizon.  

These  two metrics  have  been  successful  at  forecasƟng 

the next  recession  roughly  three  to  six quarters ahead.  

This suggests that it is unlikely we will see a recession in 

2017, or into the first part of 2018. 

Risks may have increased somewhat.  We do 

acknowledge that markets may be slightly ahead of 

themselves, especially as some policy iniƟaƟves are 

pushed back into 2018.  Further, we recognize that 

valuaƟons are not inexpensive.  SƟll, we have 

tremendous confidence in our ability to survive a 

divided government, and we will survive a modest 

increase in risks.  We would prefer to thrive, but that is 

someƟmes  dependent  on  things  that  are  out  of  our 

control. 

As always,  it  is  important that we know of any changes 

in  your financial  situaƟon.    Please  feel  free  to  call  us  if 

you  have  any  quesƟons  or  comments  regarding  your 

investment porƞolio. 

BenneƩ Gross CFA, CAIA 

President 
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