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Near record highs
Driven by global expansion and earnings surge
Lower $USD
Stocks are not over-valued
Margins are likely sustainable
Fed is still accommodative
Inflation is tame
Lack of irrational exuberance
Are rising bond yields bad for stocks?
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Stock Market
Negative Narrative







Global slowdown
Peak earnings
Inflation jump
3% bond yield
Trade war
Rising dollar

Source: The Wall Street Journal, from top: May 3, May 2 and April 8, 2018
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Trade
China Will Negotiate

Warren’s not
worried.
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Valuation
S&P 500 vs. Actual and Estimated
Earnings

0

2017, 2018 (estimated) and 2019 (estimated) bottom-up S&P 500 operating earnings per share as of April 30, 2018: for 2017, $131.98; for 2018(e), $158.80; for 2019(e),
$174.28. Sources: Yardeni Research, Inc. and Thomson Reuters I/B/E/S for actual and estimated operating earnings from 2015. Standard and Poor’s for index price
data as of May 3, 2018; and actual operating earnings data through 2014.
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On a path of steady hikes to 3% fed funds rate
Inflation has lagged Fed’s forecast
The Fed manages the yield curve
The Fed has created every recession since the 1950s
First rate hikes have signaled stock market lift-off
The Great Unwinding: bond yields set to start rising
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Inflation






Headline PCED +2.0%, +1.9% core
Headline CPI +2.4%, +2.1% core
Employment cost inflation rising
Productivity drives declining unit labor costs
Inflation expectations are gradually rising

"I am personally comfortable with the fact that inflation may overshoot that 2 percent
(Fed target) for a while," Williams said.
Dudley, in a separate interview with Bloomberg News, said Friday that he believes the
current economic expansion, now the second longest in U.S. history, would likely
continue over the next two years, although there are threats to that forecast.
© Copyright 2018 The Associated Press. May 6, 2018.
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Inflation
The Fed’s Latest Views on Inflation
“On a 12-month basis, both overall inflation and inflation for items other than food and energy
have moved close to 2 percent. Market-based measures of inflation compensation remain low;
survey-based measures of longer-term inflation expectations are little changed, on balance.
... The Committee expects that, with further gradual adjustments in the stance of monetary policy,
economic activity will expand at a moderate pace in the medium term and labor market
conditions will remain strong. Inflation on a 12-month basis is expected to run near the
Committee's symmetric 2 percent objective over the medium term. ”
FOMC statement May 2, 2018

“In addition, all participants expected inflation on a 12-month basis to move up in coming
months. This expectation partly reflected the arithmetic effect of the soft readings on inflation in
early 2017 dropping out of the calculation; it was noted that the increase in the inflation rate
arising from this source was widely expected and, by itself, would not justify a change in the
projected path for the federal funds rate.
A few participants suggested that a modest inflation overshoot might help push up longer-term
inflation expectations and anchor them at a level consistent with the Committee’s 2 percent
inflation objective.”
Minutes of the FOMC’s March 20-21 meeting, released April 11, 2018
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Economy

Full-employment economy operating at full
potential
+3.0% GDP growth forecast, compared to postrecession +2.2% average
surge in LEI, small business optimism index,
recovery in business investment
healthy growth in personal income, real DPI,
strong retail sales
strong household balance sheets, savings rate,
FICO scores and record low household financial
obligations ratio
record high PMIs, strong hiring, record high job
openings, new low unemployment rate, record
low weekly unemployment claims, strong
vehicle sales, rising housing starts

“I feel this is pretty
much a Goldilocks
economy.
… I see this is all pretty
positive.”
John Williams

President nominee of the New York
Federal Reserve Bank and vice
chairman of the FOMC
May 4, 2018

inflation expectations are rising
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Global Economy - Germany is
Slowing

“High spirits among German businesses have
evaporated. The ifo Business Climate Index for
Germany fell to 102.1 points in April from 103.3
points in March. The indicator for the current
business situation fell and expectations also
deteriorated. The German economy is slowing
down.”

Source: IHS Markit Ltd., April 24, 2018.
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Global Economy - Europe is
Booming

Down from
the peak but
still very
strong.
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Global Economy
OECD’s March Forecast – Upward Revisions to Accelerating
Growth

Source: OECD, Interim Economic Outlook, March 13, 2018.
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Global Economy
IMF’s April Forecast – Upward Revisions to Accelerating Growth
Forecast

Source: IMF, World Economic Outlook, April 2018.

For representative use only. Not for public distribution.
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Economic Data
Housing Starts and Car Sales
25.0

Vehicle sales at a
still-healthy 17.5 in
April. Housing starts
grinding higher.
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Sources: BEA and U.S. Census Bureau. Data through March 2018 for housing starts, April 2018 for vehicle sales. The Wall
Street Journal, June 8, 2017
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Consumer Balance Sheets
Financial Obligations Ratio – Record Low
Financial Obligations as a Percent of DPI (%)
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Source: Federal Reserve, quarterly data through December 2017; released April 3, 2018.

Comparing
consumers’
monthly flow of
income to their
fixed recurring
monthly
expenses,
including debt
service, gives one
of the best
measures of
consumers’
financial health.
Consumers’ ability
to cover the
monthly “nut” has
seldom been
stronger as
incomes have
recovered,
household debt
has been reduced
and interest rates
remain low.
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Full-employment
New jobs will soon be limited
Good news in part-timers data
Record job openings
Declining participation rate due to ageing
Strong relative U.S. job formation forecast long-term
Strong real wage and income growth
Mean and median incomes bottomed
Myth: “… but we’re not creating good jobs”
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Economic Data – Jobs
Tight Labor Market

Source: The Wall Street Journal, April 2 & 4, 2018.
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Economic Data – Jobs
Tight Labor Market

Source: The Wall Street Journal, April 17, 2018.

For representative use only. Not for public distribution.
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Economic Data – Jobs
Job Openings – Record High
Job openings % of total nonfarm employed (%)
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Source: U.S. Department of Labor, NBER. Data through March 2018, released May 8, 2018.
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Debt
Federal Government Debt
Federal budget






CBO’s March 2018 forecasts
Looks OK for a few years …
… but the entitlements problem hasn’t gone away
Rising debt/GDP ratio
Low U.S. tax burden allows flexibility to solve longterm entitlements problem
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Federal Deficit and Debt
Federal Debt % of GDP Through 2028
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Source: Congressional Budget Office (CBO), The 2017 Long-Term Budget Outlook, March 2017. 1CBO’s 10-year and extended baselines generally reflect current law and are meant to serve
as benchmarks for measuring the budgetary effects of proposed changes in federal revenues or spending. They are not meant to be predictions of future budgetary outcomes; rather, they
represent CBO’s best assessment of how the economy and other factors would affect revenues and spending if current law generally remained unchanged.
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From Financial Crisis to Recovery and Beyond
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Public Debt
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Interest Costs Projected as Largest Budget
Category by 2048
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