
1 Insights and Observations

Insights and Observations
The Federal Reserve is normalizing interest rates from extremely low levels … while at the same time, keeping an eye on 
U.S. inflation rates. 

History has shown that technology innovation is deflationary. Most notably, computing and storage costs have plummeted 
over the past 60 years. An Apple iPhone, valued according to 1991 storage and computer costs, would be priced at $1.44 
million per phone! Just over the past year, wireless service prices have declined about 13% as providers aggressively com-
pete for customers.  

The aging world population is also expected to keep growth and inflation lower. Aging populations generally draw more re-
sources from the economy than they contribute to the economy. 

Today, massive technology disruptions and long-term demographic trends 
are remaking the inflation landscape. We believe both investors and policy 
makers need to abandon an overly rigid view of price change and focus on 
the big-picture trends transforming the inflation landscape.  

Rick Rieder, BlackRock – Advisors Perspectives 6/21/2017

The following is from State Street Global Advisor’s “Uncommon Sense” – June 2017, Michael Arone, CFA, and Chief 
Investment Strategist: 

Stocks and bonds are like that couple that’s always fighting. They never seem to be on the same page, yet they have an 
inseparable connection. 

Stocks have bountiful optimism. They are excited about the potential for better economic growth, improving earnings, 
lower taxes, less regulation, still low rates and very little inflation. This is the perfect love potion and stocks have become 
smitten with this story. As a result, U.S. stock indexes are at or near all-time highs.
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Bonds are pessimistic and grumpy. They are cynical and question everything. Instead of dreaming big, bonds want cold 
hard facts. Bond investors don’t believe that growth will be as strong as their optimistic stock partners expect. Amid rising 
global policy uncertainty, Washington, D.C. scandals and growing geopolitical tensions, bond investors are seeking security 
and demanding less yields for the safety of their capital. As a result, bond yields have been falling, which means bond prices 
have been rising.

If there is no recession by 2020, this will be the first decade without a recession in 120 years. 

So, how long before there is trouble in paradise? Can stock and bond 
investors both be right? I’m fearful bond investors will win this couple’s 
dispute and stock investors may find themselves sleeping on the couch. 
And, like all couple dust-ups, the hardest part may be admitting that you 
were wrong.

For that to happen, everything has to go right. We have to have major tax 
reform. We have to have extensive healthcare reform. We have to figure 
out how to increase the labor force participation rate. And we have to 
hope that Europe doesn’t blow up, that Italy somehow figures out how to 
deal with its banking crisis, and that China evades a major credit crisis. 

John Mauldin, Mauldin Economics – 4/8/2017

According to Ned Davis Research, the market is about 8% above the level it defines as being overvalued. Stock prices would 
need to decline about 30% to get back to what they consider to be fair value. 

They also break down the market into quintiles, and the current valuation for the S&P 500 is currently in the 5th quintile 
(top 20%). Historically, when stock valuations are in the 5th quintile, market returns average 4.3% over the following 10 
years. That number declines even further when we are in the top 10% or so … which is where we are today.
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Problems facing Millennials as outlined by Marc Faber’s – Gloom, Doom & Boom Report of March 2017:

• The Census Bureau estimates Millennials earn, even with full-time employment, $2,000 less in real dollars than the same 
age group made in 1980.

• More than 20% of people 18 to 34 live in poverty, up from 14% in 1980.
• Half of all students borrowed for their education during the 2013-14 school year, up from around 30% in the mid-1990s.
• According to a recent analysis by the Federal Reserve, a millennial with both a college degree and college debt earns 

about the same as a boomer without a degree did at the same age.
• If you borrow to finance your degree, new data show the immediate returns are the lowest they’ve been in at least a 

generation.
• Wages for the typical recent college graduate working full-time have risen just 1.6% over the last 25 years, adjusted for 

inflation, according to the Federal Reserve Bank of New York. Student debt burdens, however, have increased by 164 
percent.

• In 1990, the typical college student graduated with debt equivalent to 29% of annual earnings. By 2015, that number had 
increased to 74% of annual earnings. 

Connecticut’s budget office estimates it will have $400 million less in income tax collections this fiscal year, with half of 
that reduction attributed to many of the state’s richest residents who work for hedge funds. Over the next two fiscal years, 
the state is projecting a budget shortfall of $5.1 billion. The deficits are being fueled by rising pension obligations, health-
care expenses, and debt service.

All three major ratings firms recently downgraded Connecticut’s credit rating, with Moody’s singling out the state’s shrinking 
population which has contributed to an underperforming housing market and weak labor force growth.

It’s a strange turn for Connecticut, which has the highest per capita in-
come in the country … and is home to hundreds of hedge funds, Yale Uni-
versity, and businesses like insurer Aetna Inc. and industrial giant United 
Technologies, Inc. 

Joseph De Avila – WSJ 5/19/17
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The problem for most workers isn’t too much technology but too little. 
Fortunately, many physical industries are poised for dramatic transforma-
tions into digital industries – if we let them. 

Swanson and Mandel, The Coming Productivity Boom – WSJ 5/14/17 

Over the past 15 years, productivity grew by 2.7% annually in digital industries such as technology, communications, media, 
software, and finance. Physical industries (such as health care, education, and transportation) saw productivity grow by only 
0.7% over this same period. 

Too many sectors, such as health care or personal services, are so resis-
tant to automation that they are holding back the entire country’s stan-
dard of living. Instead of worrying about robots destroying jobs, business 
leaders need to figure out how to use them more, especially in low-pro-
ductivity sectors. 

Greg Ip – WSJ 5/10/17

Over the past ten years, nearly 7 million jobs have been added to low productivity sectors such as education, health care, 
social assistance, and leisure and hospitality. Information and finance positions, which are high productivity sectors, have 
remained relatively flat. 

Technology is eliminating jobs, but at a relatively slow pace. That is because American consumption patterns are shifting 
more toward goods and services where production isn’t easily automated. But as the share of output has grown in these 
more stagnant sectors, overall productivity growth has slowed.
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Roughly 2/3rds of those paying no federal income tax work and pay fed-
eral payroll taxes that support Social Security and Medicare; about 60% of 
the rest are elderly and thus retired and not working; and most of the rest 
have very low incomes.

Roberton Williams, Tax Policy Center – Advisor Perspectives 4/25/17

According to the latest data from the non-partisan Tax Policy Center, 44% of American households paid no income tax to the 
federal government in 2016. Many actually get money back from the government through credits, subsidies or other federal 
benefits. In fact, the bottom 40% (income up to $47,300) actually received money from the government ($500 - $600 per 
person on average) based on 2014 data.

The top 20% of income earners, those making over $134,300, paid 84% of all federal income taxes.

Consider some of the side effects of the student loan crisis:

• Since 2003, student loan debt has grown more than auto loan, credit card, and home equity loan debt combined.
• Overall, about 42 million Americans collectively owe $1.3 trillion on their student loans. More than 90% of this debt is 

owned or guaranteed by the U.S. Department of Education.
• The proliferation of high-interest student loans has outpaced inflation and earnings growth for college graduates.
• According to the U.S. Census Bureau, the home ownership rate in the U.S. has dropped each year for the past six years.
• According to a National Association of Realtors survey, more than 70% of would–be first home buyers said student loan 

debt is delaying their home purchase.
• According to the Federal Reserve Bank of New York, Americans over the age of 60 have the fastest growing level of stu-

dent loan debt. This is likely forcing borrowers to stay in the workforce longer … potentially making it harder for younger 
workers to find jobs.

In short, the growing student loan burden is a hardship for much more 
than just the borrowers. It’s a major, long-term headwind to the broad 
U.S. economy that needs an elegant fiscal-policy solution, the sooner the
better.

Rick Reider, BlackRock CIO – Advisor Perspectives 6/28/17



6 Insights and Observations

A recent study found that people spend 2.5% less, on average, each successive year between the ages of 60 and 70 and by 
a greater percentage in later years. These findings are consistent with previous studies, including a 2011 Rand Corporation 
study that found that married couples with college degrees spent 23% less in inflation-adjusted terms at 84 than at 62.

The new findings suggest that as we age, we become more pessimistic about the stock market, the economy, and our financ-
es. Evidently, pessimism about money, is closely related to risk aversion, which also rises with age.

We have known for a long time that people become more risk-averse as 
they age and for very good reason: They are progressively less able to 
earn an income from a job to cover unexpected expenses, which creates 
anxiety.  

Matt Fellowes, former CEO of Morningstar’s HelloWallet – WSJ 5/15/17

According to the International Monetary Fund’s Coordinated Portfolio Investment Survey, U.S investors allocate 70% of their 
stock investments to U.S based companies … although the U.S. market only represents about half of the global stock market 
capitalization. Canadian and Australian investors exhibit the same concentrations to domestic markets, even though these 
markets each represent only about 2 – 3 percent of available global stock opportunities. 

It is a well-known fact that investors skew their equity exposures toward 
their home country – that is they exhibit a home country bias. 

Rick Friedman, GMO’s Asset Allocation Team – 5/18/17 
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Total debt held by American households reached record levels during the first quarter of 2017, exceeding the peak reached 
back in 2008. But much has changed over the past eight-plus years:

• The economy is larger, lending standards are tighter, and less debt is delinquent.
• Total household debt is currently equal to 67% of our economy (GDP) … in 2008 total debt was roughly 85% of GDP.
• Currently, borrowers with credit scores under 620 account for less than 4% of house originations, compared to 15% a de-

cade earlier.
• Borrowers with 760 or higher credit scores represent over 60% of current originations, compared to 24% a decade ago.

The debt and its borrowers look quite different today. This record debt 
level is neither a reason to celebrate nor a cause for alarm.

Donghoon Lee, New York Fed economist – WSJ 5/17/17


