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policy, and one which has
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investors

Sending the Bill to the Kids’ Table
“No one voting for this bill can claim to care about debt and deficits - in fact, it is
fiscal malpractice. Congress just ordered everything on menu and then some and
sent the bill over to the kids’ table.”
- Committee for a Responsible Federal Budget (CRFB), a non-partisan, non-profit
organization in a recent press release
Consistent with past actions, Congress has once again taken the easy path
while leaving others the hard work of addressing our nation’s long-term fiscal
problems. The passage of a bipartisan federal budget by the Senate and the
House, which followed the massive tax cuts passed in 2017, represents an
inflection point for U.S. fiscal policy, and one which has important implications
for stock and bond market investors. The current concerns about growing
deficits and national debt levels are pushing interest rates higher, yet only
somewhat higher than the recent historic lows. At the same time, markets are
experiencing greater volatility after an extended period of extremely low
volatility. Due to the increase in the federal budget deficit, we are modestly
adjusting our expectations for interest rates, inflation rates and market
volatility, but we are not changing our positive views on corporate earnings
and the companies benefitting from this environment. We remain focused on
the secular beneficiaries we have defined previously and would remind our
readers that the drivers for these businesses remain firmly in place,
notwithstanding these changed fiscal and monetary conditions. Moving
forward, investors should expect even greater capital flows to the
beneficiaries of this Outlook, particularly leading defense, technology and
healthcare companies as well as those benefitting from increases in
consumer spending globally. One important consequence of the changes in
our Outlook is that we anticipate that there may be fewer winning companies
in 2018.

Will Corporate Earnings Continue to Rise in 2018?
Chart 1: Corporate Snapshot For The United States of America
S&P 500
Year
2007
2016
2017
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2018 (Estimated)**

Pre-Tax* After-Tax* Net Dividends*

$1,748
$2,257
$2,333
n/a

$1,303
$1,787
$1,858
n/a

$819
$979
$999
n/a

S&P Small Cap 600

EPS

P/E (FY1)

EPS

P/E (FY1)

$88
$118
$132
$155

17.4x
16.9x
18.2x
18.7x

$23
$37
$40
$46

22.8x
19.8x
19.9x
20.0x

*Billions of U.S. Dollars.
**S&P 500 and S&P Small Cap 600 statistics and estimates for 2016, 2017 and 2018 are courtesy of Yardeni Research, Inc.
Source: Economic Indicators - Council of Economic Advisors; Yardeni Research Inc.; FactSet.
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We believe that we will see a
continuation of the growth in
pre-tax and after-tax profits,
but that the changes in policies
will create an unequal playing
field for businesses

Businesses with strong balance
sheets, the ability to raise
prices, invest aggressively to
offset inflationary pressures
and increase productivity will
be rewarded

As we wrote in our January 31st Outlook, “we expect corporate profits to
increase supported by a synchronized global economic expansion with
subdued inflation… this market rise is being driven by rising corporate
earnings rather than just an expansion of price/earnings (P/E) multiples which
often is a characteristic of the later stages of a market advance.” This view
remains unchanged. However, there are two key questions for investors to
consider following the tax cuts and increased deficit spending, these are - will
the benefits be short-lived and how broadly will they benefit companies? The
recent pullback notwithstanding, we believe that 2018 and likely 2019 will see
a continuation of the growth in pre-tax and after-tax profits (as highlighted in
Chart 1), but that the changes in fiscal and monetary policies will create an
unequal playing field for U.S. corporations and small businesses. Wellrespected investment strategist Ed Yardeni, of Yardeni Research, Inc.,
forecasts S&P 500 earnings of $155 in 2018 and $166 in 2019. Yardeni
Research projects the S&P 500 will reach 3100 by the end of the year which
is up from 2726 as of the time of this writing, and that target is based on the
belief that the forward P/E will be 18.7. We have followed Ed’s work for some
time, and he has been very effective defining the environment for many
years. We expect that those businesses with strong balance sheets, the
ability to raise prices, invest aggressively to offset inflationary pressures and
increase productivity will be rewarded, and those that cannot will be
penalized. Ironically for businesses, the budget deal adds additional nearterm fiscal stimulus, and increased deficit spending will increase demand
which should further boost corporate earnings.

What are the Pros and Cons of the Recently Approved Budget?

Chart 2: Budget Deal Would Cement Return of Trillion‐Dollar Deficits
$2,500
Current Law

Budget Deal

Permanent Deal

Other Policies Extended
$ 2.1 T

$2,000
$ 1.7 T

$1,500
$ 1.19 T
$1,000
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Source: CRFB calculations based on Congressional Budget Office data. Billions of U.S. Dollars.
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The CRFB estimates have the
deficit rising from roughly $665
billion in 2017 to projected $1.2
trillion dollars in 2018 and over
a trillion dollars for the
foreseeable future

The budget deal is one with a few near-term positives and many longer-term
negatives. On the positive side, the Senate and House are significantly
boosting defense spending after years of underinvestment following
sequestration. This spending increase comes at a critical time as our military
needs to upgrade, replace and modernize to maintain its strength. The
challenges of sequestration were evident in the deadly naval accidents that
have occurred in recent years. In short, the U.S. was putting the brave men
and women of our armed services at greater risk than necessary. These
multi-year spending increases are meaningful in a world where the
geopolitical picture remains unstable with potential troubles looming with
Russia, North Korea, China and the Middle East. Some needed domestic
social programs also received additional funds including the Children’s Health
Insurance Program. Additionally, the budget suspends the debt ceiling until
March of 2019 so that neither party can hold the nation hostage for political
gain until then. On the negative side, The Committee for a Responsible
Federal Budget (CRFB) estimates that the budget increases will add $300400 billion to the deficit and possibly add more than $1.5 trillion of new debt
over the next decade. According to the CRFB press release, “this deal
represents budgeting at its worst - each party is giving the other its wish list
with all the bells and whistles included and asking future generations to pick
up the tab.” The CRFB estimates have the federal deficit rising from roughly
$665 billion in 2017 to projected $1.2 trillion dollars in 2019 and over a trillion
dollars for the foreseeable future as shown in the Chart 2.
Chart 3: Fiscal Snapshot For The United States of America
Year

GDP*

National
Debt*

Net
Interest*

Surplus /
(Deficit)*

10 Year
Treasury

30 Year
Treasury

Unemployment
Rate

2007

$14,478
$18,905
$19,501
$20,199

$9,008
$19,573
$20,204
$21,327

$237
$240
$263
$313

‐$161
‐$585
‐$666
‐$586

3.87%
2.49%
2.40%
2.91%

4.62%
3.08%
2.76%
3.16%

5.00%
4.90%
4.40%
4.10%

2016
2017
2018 (Estimated)**

One of the critical issues facing
investors is the inherent conflict
between this expansionary fiscal
policy and the Federal Reserve’s
efforts to normalize monetary
policy by raising interest rates
and reducing its balance sheet
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*Billions of U.S. Dollars.
**2018 Estimates are as of February 14, 2018.
Source: Economic Indicators - Council of Economic Advisors; World Economic Outlook - January 2018, International Monetary Fund (IMF).

One of the critical issues facing investors is the inherent conflict between this
expansionary fiscal policy and the Federal Reserve’s efforts to normalize
monetary policy by raising interest rates and reducing its balance sheet. This
is happening while leadership of the Federal Reserve is transitioning from
Janet Yellen to Jerome Powell. In response to this concern, Treasury yields
(which had been gradually rising for two years) have moved up more
aggressively over the past eight weeks rising nearly half of a percentage point
on the 10-year Treasury bond. We will be closely monitoring the rate of
change of Treasury yields, the foreign exchange value of the dollar, and the
appetite of buyers to purchase the new supply of Treasuries that is required
to fund the growing federal deficit. Conversely, we would not be surprised if
interest rates stall or move down to the lower end of the trading range in the
near term, as rapid changes are often met with counter-trend moves. With
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Our elected officials have
“kicked the can down the
road” once again by not
addressing entitlements in
this process and by not
allocating the proper
spending to infrastructure
needs

the national debt forecast to rise to $21.5 trillion this year and the economy in
its best position to continue its expansion since the financial crisis, this is not
an ideal time for the government to be adding more stimulus to the economy.
Unfortunately, our elected officials have “kicked the can down the road” once
again by not addressing entitlements in this process and by not allocating the
proper spending to infrastructure needs which require over $4.6 trillion just to
maintain the system in a state of good repair. We believe many of our
infrastructure needs can no longer be postponed, and state finances are such
that they cannot be relied on to foot a significant portion of the bill. This
would argue for even higher deficits in the years to come as the inevitable
infrastructure problems will need to be financed through additional deficit
spending by the federal government.

Quick Thoughts on Active versus Passive Management,
Leveraged Products and Derivatives
“The inherent irony of the efficient market theory is that the more people believe in
it and correspondingly shun active management, the more inefficient the market is
likely to become.”
- Seth Klarman, founder of the Baupost Group

We believe that investors
taking a passive approach
should consider increasing
the actively-managed
portion of their portfolios

Many investors have moved to passive investing through mutual funds or
exchange traded funds (ETFs) based on the belief that markets are efficient.
We do not share that belief as our philosophy has always been that securities
trade in an auction market with inherent inefficiencies. The market volatility of
the past few weeks provided a reminder that passive investing assures
investors that they participate fully in the markets’ returns achieving both
100% of the upside and 100% of the downside in the market moves. Given
that we are at an inflection point in policy, this sets the stage for a narrowing
of opportunities and a more favorable backdrop for active management.
Therefore, we believe that investors taking a passive approach should
consider increasing the actively-managed portion of their portfolios. As a
reminder to our readers of the dangers of leveraged products and the use of
derivatives, we would point to the $2.2 billion Credit Suisse low-volatility
product that recently lost 96% of its value overnight and is now being closed.

Investment Implications of the Outlook
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“The only other thing I’d say is that too many investors look at the present. The
present is already in the price. You have to think out of the box and sort of visualize
eighteen to twenty four months from now what the world is going to be and what
securities might trade at. What a company’s been earning doesn’t mean anything.
What you have to look at is what people think it’s going to earn. If you can see
something in two years is going to be entirely different than the conventional
wisdom, that’s how you make money.”
- Stanley Druckenmiller, legendary investor, speaking at the USC Marshall
School of Business
4

February 20, 2018

This is an interesting time
for investors as the
contemporaneous shifts in
U.S. fiscal and monetary
policy regimes will have
important implications for
investment strategy

In the coming months, one
risk we will closely monitor
will be the rate and
magnitude of change in
interest rates

This is an interesting time for investors as the contemporaneous shifts in U.S.
fiscal and monetary policy regimes, occurring at a later stage in the business
cycle, will have important implications for investment strategy. We believe
that the ability to distinguish between the companies that benefit from rising
deficits, higher interest rates and modest inflationary pressures, from those
that get hurt, is going to be critical for investors. Historically markets
eventually come under pressure during periods of rising interest rates, but
within the market not all companies are treated equally. We strongly believe
that fewer companies will benefit from this environment, and that the market
will react to support those companies at the expense of the rest of the
broader market. Those that benefit from the conditions highlighted above will
be rewarded with premium valuations. Capital is already flowing to the
defense, the technology and the healthcare companies, and we expect those
flows to continue and possibly accelerate. Interestingly, companies
attempting to fight inflationary pressures will likely add further to their
technology spend in an effort to counter those pressures. Our emphasis
remains on selecting companies benefiting from disruptive technologies,
rising defense spending, changes in the financial and healthcare industries,
increasing U.S. consumer spending and the shift to a more service-oriented
global economy led by China and India. Companies with strong balance
sheets that can more aggressively invest in the future growth of their
businesses should be more highly rewarded as will those with the ability to
repatriate large overseas cash balances. U.S. small capitalization companies
also stand to be significant beneficiaries of further improvements in the
economy, tax reform, strong consumer spending and increases in capital
expenditures. We continue to remain cautious on fixed income investments
given the risk/reward dynamics, and would suggest that investors consider
reducing their allocations and shortening their maturities to reduce the risk of
capital losses.
While we remain positive on the outlook for corporate earnings to rise and the
continuation of the synchronized expansion of the global economy for 2018,
we must keep in mind the risks present in the system that can impact longerterm investment strategies. In the coming months, one risk we will closely
monitor will be the rate and magnitude of change in interest rates. We
described many of these risks in detail in our December 2017 Outlook.
Businesses that are proactively investing to redefine themselves will have a
chance to compete, while those that do not will be left behind.
For our regular readers, we have not changed our fundamental views on the
economy but recognize that an important shift in fiscal policy has occurred,
and therefore it is a time to be even more selective and opportunistic in
portfolio construction and asset allocation.
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Published by the ARS Investment Policy Committee:
Brian Barry, Stephen Burke, Sean Lawless, Jared Levin, Michael Schaenen,
Andrew Schmeidler, Arnold Schmeidler, P. Ross Taylor.
The information and opinions in this report were prepared by ARS Investment Partners, LLC (“ARS”). Information,
opinions and estimates contained in this report reflect a judgment at its original date and are subject to change.
This report may contain forward-looking statements and projections that are based on our current beliefs and
assumptions and on information currently available that we believe to be reasonable. However, such statements
necessarily involve risks, uncertainties and assumptions, and prospective investors may not put undue reliance on
any of these statements.
ARS and its employees shall have no obligation to update or amend any information contained herein. The
contents of this report do not constitute an offer or solicitation of any transaction in any securities referred to herein
or investment advice to any person and ARS will not treat recipients as its customers by virtue of their receiving
this report. ARS or its employees have or may have a long or short position or holding in the securities, options on
securities, or other related investments mentioned herein.
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This publication is being furnished to you for informational purposes and only on condition that it will not form a
primary basis for any investment decision. These materials are based upon information generally available to the
public from sources believed to be reliable. No representation is given with respect to their accuracy or
completeness, and they may change without notice. ARS on its own behalf disclaims any and all liability relating
to these materials, including, without limitation, any express or implied recommendations or warranties for
statements or errors contained in, or omission from, these materials. The information and analyses contained
herein are not intended as tax, legal or investment advice and may not be suitable for your specific circumstances.
This report may not be sold or redistributed in whole or part without the prior written consent of ARS Investment
Partners, LLC.
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