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2017 Macroeconomic Recap 

 

 The Dow Jones Industrial Average and S&P 500 Index ended 2017 near record highs, both up 

over 20%. The stock market performance was notable for a few reasons; 1) stocks finished each 

month positive for the first time in history, 2) the narrow spread between positive and negative 

days resulted in the lowest volatility in history, and 3) following passage of Trumps’ tax plan in 

Dec. stock investors were the most optimistic (bullish) ever.  The 10 year Treasury yield began 

and ended the year virtually flat at 2.45%, more on interest rates at the end.  

 

 The latest estimate of 2017 economic growth (GDP) was 2.3%, slightly better than the 1.6% for 

2016. However, annual job creation over the past 4 years has been steadily declining. The last 

time the monthly employment report averaged less than 175k for several months was 2012 and 

the Fed launched “QE 3”. Historically a healthy job market adds 350k+ per month, yet this time 

the Fed is raising interest rates – go figure?  

 

 Despite economic growth well below the historical average, S&P 500 corporate profits in 2017 

recovered from a 2 ½ year profits recession. However, profits have only recovered back to the 

level last reached in Q2 2014, when the S&P 500 traded at 1,960, 36% lower than today. In Q2 

2014, investors paid $19 for each dollar of earnings, 25% above the historical average. Today 

investors are paying $26 for a dollar of (GAAP) earnings, 73% above the historical average. This 

level of price to earnings has only been reached 2 other times, 1929 and 1999. In comparison, 

Q2 2007 just before the financial crisis, investors paid about $18 per dollar of earnings.   

 

 Investors continue to overpay for stocks for a few reasons, 1) expectations that economic 

growth and therefore earnings will accelerate at a faster rate (i.e. new tax plan) 2) low interests 

rates leave many investors few good options other than to take more risk in stocks and 3) 
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corporations are willing to buy back their own shares at ever higher prices because they don’t 

see the demand necessary to invest in plant, equipment, people etc. Annual revenue growth for 

S&P 500 corporations over the past 10 years is roughly 1.3%, nearly the same annual rate as the 

economy (GDP). The economy hasn’t been this weak, for this long, since the 1930’s. Since the 

S&P 500 last peaked in Q3 2007, stock prices have averaged annual gains of 7.5%, roughly 3 

times faster than corporate profit growth. As in the past, eventually extreme overvaluations 

correct, not a matter of if, but when.    

  

 The most important factors impacting the stock market, interest rates and the economy are  

the “Tax Cuts and Jobs Act” passed Dec 2017 and the ongoing federal budget debate. Currently 

the gov’t is operating on its 3rd “Continuing Resolution” due to expire this Friday 2/9. At issue 

are potentially significant budget deficits for the next decade or so.    

  

 Until Jan 2018 the bond market had shrugged off (ignored) the Fed’s 5 previous rate hikes – 

the recent conversation about strong job market and rising wages/inflation is “noise”, a false 

narrative to give the Fed backing to continue to raise short term rates. What is really disrupting 

the stock and bond markets is the potential for higher long term interest rates caused by 

significantly higher deficits (i.e. new tax plan/proposed fiscal budget) – the fed gov’t is currently 

running a $700b structural deficit – the tax plan and new proposed fed budget could add 

another $700b – $800b and take the annual deficit to $1.5 trillion (or higher depending on 

interest rates) matching 2009 at the bottom of the great financial crisis!!!  

  

 This year the new tax bill will add $280b, hurricane/fire relief (Puerto Rico, Fla., Texas & Cal.) 

may add another $120b, military spending another $200b, infrastructure another $100b and 

the Democrats want to match social programs to whatever the Republicans’ get for the military 

– then add another $100b – $150b for higher interest charges on the national debt. 
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  In addition, by Q4 2018 the Federal Reserve will add another $600b annually to the treasury 

and mortgage markets by letting their balance sheet unwind from the 4 QE programs. Taking 

total new treasury issuance to more than $2 trillion in fiscal 2019 certainly causing a fiscal crisis 

in Washington – this is NUTS!!! 

 The combination of the cost of the new tax plan, a significantly higher fiscal 2018 federal 

budget and the Federal reserve unwinding has the potential to be very, very disruptive to the 

financial markets and the economy! The last thing consumers, corporations ($1.5t of new debt 

the past 5 years) and the Federal gov’t ($20t of debt) need are higher interest rates!      

         

Your thoughts are greatly appreciated. 
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