
Highlights
•  The third quarter was punctuated by the human and economic devastation 

wrought by “Harvey,” “Irma” and “Maria” and, not to be eclipsed, the bellicosity 
of “Rocket Man,” better known as North Korea’s “Supreme Leader” Kim Jong-un, 
who continues his maniacal quest for a place at the nuclear table, as well as 
severely misguided fantasies of taking over the Korean peninsula. While we know 
that the hurricane-related rebuilding efforts will soon begin and ultimately add to 
economic growth, the war of words between Kim Jong-un and President Trump 
has escalated to ever-more threatening rhetoric.

•  The White House witnessed a parade of high-level departures, although the 
arrival of a new chief of staff, a retired general, calmed fears of chaos and 
disarray. Legislation for tax reform, the core of the Trump pro-business, pro-
growth agenda, has been derided by the political opposition as nothing more 
than tax cuts for the rich, even while a majority of voters see reform as necessary 
to simplify the cumbersome tax code, help to create jobs, and stimulate the 
economy with tax cuts.

•  Even with the dramatic tone of headlines, and questions and concerns on 
the direction of domestic, foreign and military policy, along with monetary 
policy, markets—both global and domestic—shrugged off worries and 
marched to new highs.    

Q4 SNAPSHOT
The end of the year is rapidly approaching, and anyone overwhelmed by recent 
headlines may be forgiven for thinking a little holiday cheer can’t come soon enough. 
However, the third quarter earnings season is promising to deliver positive results 
as a seemingly synchronized global economic recovery helps to underpin market 
performance. The fourth quarter tends to be, statistically at least, the most hospitable 
for markets, while the third quarter is known for heightened volatility.
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This is not to say that fears have completely abated regarding the market’s ability 
to finish the year higher—especially if Washington can’t deliver a tax package and 
geopolitical tensions continue to escalate. The Federal Reserve enters the fourth 
quarter implementing its plan to unwind slowly the $4.5 trillion balance sheet accrued 
during the financial crisis, but questions remain surrounding future rate hikes and who 
will head the Fed as Chair Janet Yellen’s tenure ends in February 2018.

The market’s job, of course, is to look ahead and focus on what’s important to it, 
namely earnings, economic fundamentals and the level of risk that’s commensurate 
with valuations. Investors will focus on the upcoming earnings season, the details of tax 
reform and monetary policy, and before long will be reading the tea leaves for 2018.

THE NORTH KOREAN THREAT
President Trump’s red line regarding North Korea’s nuclear ambitions was drawn 
clearly and explicitly as he addressed the General Assembly of the United Nations in 
September. He warned Kim Jong-un, whom he said was on a “suicide mission,” that 
the U.S., if forced to defend itself or its allies, would “have no choice but to totally 
destroy North Korea.”

Still, the U.S. actively seeks a multilateral coalition to administer a broad range 
of sanctions against the country he labeled as a “band of criminals,” hoping that 
North Korea can be isolated and deprived long enough to force its leaders to the 
bargaining table. The president signed an executive order at the end of September 
that “significantly expands our authority to target individual companies, financial 
institutions, that finance and facilitate trade with North Korea.”

Key to enforcing deeper and broader sanctions, however, is China. According to 
reports, the Chinese central bank told banks throughout China to cease doing 
business with North Korea, but President Trump has called for more meaningful 
measures including cutting off completely the export of oil supplies. The Chinese, 
however, while wanting to keep the region calm, do not want a complete collapse of 
the regime, which would lead to a mass exodus of refugees across the border into 
China, and a war that brings the U.S. deeper into the region.

Certainly, the Chinese authorities do not want any flare-ups before their Communist 
Party plenum, which begins on October 18th. This is an important congress that 
convenes every five years during which the leadership lineup is announced, and 
policy initiatives are outlined. 

Coming to the close of the third quarter, volatility associated with the North Korean 
threat turned into a buying opportunity, just as it has for many years as the threat has 
zigzagged across the headlines.

THE GLOBAL UNDERPINNING FOR MARKETS
The Organization for Economic Cooperation and Development (OECD) has reported 
that the 45 countries it monitors are poised for growth in 2017. Nearly 73% of the 
countries will enjoy accelerated growth compared with a year ago. It constitutes 
a synchronized recovery, the first in almost 10 years. According to the OECD’s 
Economic Outlook released in June, “stronger business and consumer confidence, 
rising industrial production and recovering employment and trade flows will all 
contribute to an improvement in global GDP from 3.0% in 2016 to 3.6% in 2018. 
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The widely followed OECD composite of leading indicators from September 7th, 
“designed to anticipate turning points in economic activity relative to trend six to nine 
months ahead, continues to point to stable growth momentum in the OECD area as 
a whole.” The International Monetary Fund’s (IMF) World Economic Outlook Update, 
issued in July, agreed that the “pickup in global growth anticipated in the April World 
Economic Outlook remains on track, with global output projected to grow by 3.5% in 
2017 and 3.6% in 2018.” Moreover, the report suggests that “The cyclical recovery 
continues” as the global economy maintains momentum.

With regard to the U.S. specifically, the Conference Board Leading Economic Index 
(LEI), which monitors the state of the U.S. economy by following 10 key components, 
including employment; manufacturers’ new orders; stock prices; building permits; 
consumer expectations; and interest rate spread, concludes in its latest report that 
while the economic impact of recent hurricanes is not fully reflected in the leading 
indicators yet, the underlying trends suggest that the current solid pace of growth 
should continue in the near term.
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The synchronized growth supporting markets, coupled with still accommodative 
global monetary policy and low inflation, helps explain the upswing in positive global 
market performance. Federal Reserve Governor Lael Brainard discussed the recovery 
in a speech at the Economic Club of New York in early September: “We are seeing 
synchronized global economic growth for the first time in many years. Foreign 
economies—including Canada, the Euro area, and China—have posted robust GDP 
growth so far this year. This improvement has been reflected here at home in dollar 
depreciation; higher earnings and stock prices; tighter risk spreads; and an increase 
in net exports, which made a small positive contribution in the first half of this year 
after holding down GDP growth over the past several years.”

U.S. exports climbed by 6% on annualized basis in the first six months of 2017 
as global demand gained strength. Not surprisingly, U.S. multinational companies 
enjoyed a boost as the weaker dollar helped bolster their performance.
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THE FEDERAL RESERVE
In a widely anticipated move, the Federal Reserve announced on September 20th 
the winding down of its $4.5 trillion balance sheet. Chair Yellen assured investors 
that the balance sheet would decline “gradually and predictably.” At the same 
meeting, the Fed signaled with high probability that they would raise rates later this 
year despite concerns over persistently low inflation. Yellen explained that the “basic 
message here is U.S. economic performance has been good. The American people 
should feel the steps we have taken to normalize monetary policy are well justified 
given the very substantial progress we’ve seen in the economy.”  

Fed officials also released their projections for rate increases over the next couple 
of years, with three hikes forecast for 2018, two in 2019 and one expected in 2020. 
Considering that the composition of the Federal Reserve Board of Governors, the Vice 
Chair, and most likely the Chair, will change, it isn’t likely that these projections will 
stand. In addition, as previous projections have been significantly altered due to the 
difficulties in forecasting long-range economic conditions, so too will projections be 
adjusted. 

Following seven years of close to a 0% interest rate, the Fed began raising rates 
slowly and cautiously since December 2015. With unemployment at a 16-year low, 
and the economic backdrop solid, along with a positive earnings forecast and healthy 
financial conditions, the Fed’s indication of another rate move this year still has many 
investors concerned that the recovery could be stymied by tightening prematurely. 
With inflation still below the Fed’s preferred 2% level, Chair Yellen explained at the 
press conference following the meeting, “I can’t say I can easily point to a sufficient 
set of factors that explain this year why inflation has been low. It’s more of a mystery.”

Yellen’s explanations for stubbornly low inflation readings have included low energy 
prices, labor market spare capacity following the recession, the rising U.S. dollar 
that lowered import prices, and “transitory” factors such as lower costs for cellular 
phone plans and prescription drugs. Still, her rationale for continuing the slow, steady 
and gradual rate-hike cycle stems from her belief that even though inflation could 
continue below 2%, “which we need to take account of in monetary policy, monetary 
policy also operates with a lag and experience suggests that tightness in the labor 
market gradually and with a lag tends to push up wage and price inflation.” She 
cautioned that the Fed could not afford to allow the economy to overheat and then be 
forced to raise rates more quickly, which could lead to a recession.

Chair Yellen reiterated her stance on wanting to deliver, if possible, another rate hike 
in December when she addressed the National Association for Business Economics 
in Cleveland on September 26th.

Although Fed fund futures priced in a 75% chance of a December rate hike, the Fed 
remains, at its core, data dependent, and will monitor carefully economic releases 
leading to the meeting. And Chair Yellen will adhere to her policy of making certain 
that markets aren’t surprised by a move to tighten well before the meeting. With rates 
still accommodative at 1.00% to 1.25% for the Fed funds rate, the challenge will be 
how monetary policy responds to the advent of stimulative fiscal policy, and perhaps 
tax reform and infrastructure spending. This could be the next chair’s challenge.
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The question of who replaces Yellen, if she doesn’t continue in the chairmanship, 
has become a subject of intense speculation within the academic and market 
communities. Although the president recently said “I like her and I respect her, 
but I haven’t made that decision yet,” Chair Yellen commented that she intends 
to finish her term as chair, and that she hasn’t met with the president since an 
earlier initial meeting. Current speculation focuses on former Federal Reserve Board 
Governor Kevin Warsh, finance professor John Taylor, current Federal Reserve Board 
member Jerome Powell, and Yellen herself. Gary Cohn, the Director of the National 
Economic Council, could possibly regain the lead if he delivers the tax reform 
legislation the president sees as crucial to ensuring that the economy grows at a level 
commensurate with a stronger economy.

THE TAX PACKAGE
A detailed outline of the Trump administration’s tax reform package was delivered at 
the end of September. Given the emphasis on a competitive corporate tax rate (20%, 
down from 35%), repatriation of corporate capital parked overseas, and middle-class 
tax relief, there is much anticipation to review what could be an important catalyst for 
investors. 

The president, along with legislative leaders, is campaigning for support throughout 
the country, emphasizing that “First and foremost our tax system should benefit loyal, 
hardworking Americans and their families. That is why tax reform must dramatically 
simplify the tax code, and eliminate special-interest loopholes.”

Senate Majority Leader Mitch McConnell and the Republican leadership remains 
convinced that passage can be achieved via the reconciliation process, which would 
require only the 51 Republican votes. But before this step is taken, the House and 
Senate need to pass a budget resolution. Given the internecine politics based on 
deep philosophical fissures within the Republican Party, the president is waiting and 
watching to see if this can go through smoothly. 

The president still vividly remembers the initial “Repeal and Replace” defeat as the 
Republican Party’s fiscally conservative wing, the Freedom Caucus, kept legislation 
from moving forward. Republican senators continue to fight for the repeal of the 
Affordable Care Act, but garnering enough votes for a viable replacement has been a 
difficult struggle.

Otherwise, Trump may bring in his “friends” from across the aisle to try and forge  
a deal. The president has very publicly reached across party lines, much to the 
chagrin and embarrassment of the Republican leadership, to join forces with  
“Chuck and Nancy,” Senate Minority Leader Chuck Schumer and House Minority 
Leader Nancy Pelosi, on the debt ceiling extension, government funding proposals, 
as well as emergency hurricane aid. The president’s approval ratings inched higher 
as he “got the deal done,” and the market applauded as well.

However, to include Democrats in the voting, the president would need 60 votes  
in the Senate for passage, a difficult feat. Senate Finance Committee Chairman  
Orrin Hatch reminded listeners on CNBC that tax reform is going to be “much  
harder than health care.” 
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The most current framework of the plan, drawn up by the so-called “Big Six” 
congressional leaders along with cabinet officials, will work its way through the 
legislative channels of the Senate and House, where it will be subject to the typical 
horse trading that is part and parcel of the process.

In terms of the budget resolution that needs to be passed, warning shots have 
already been fired at the Freedom Caucus, most publicly by the Wall Street Journal, 
which in a blunt editorial says, “Now the gang has pivoted in private to target 
expensing provisions, while claiming in public that they have no idea what the reform 
includes. The real question is whether any concession will appease them—or if they’ll 
keep moving the goalposts until the bill is impossible to pass. The political reality is 
that the budget resolution has only one purpose: A vehicle to pass tax reform in the 
Senate with 51 votes. Everything else is political eyewash.”

To be sure, the tax plan as envisioned by the president will add to the deficit in the 
short term, but the thinking behind it is that it will serve to have the economy escape 
from the mediocre growth that’s been emblematic of the recovery. A plan introduced 
by Senate Budget Committee members Pat Toomey and Bob Corker could alleviate 
some of the tension surrounding the deficit, with a tentative deal that would “create 
$1.5 trillion in tax-cutting room as part of the budget resolution” and could “rescue 
the House from its familiar factional dysfunction,” according to the Wall Street Journal.

Now the hard part begins. But at least Congress and the White House are fully 
engaged in seeing tax reform enacted, and while the process may prove to be more 
difficult than health care reform, the country is fully behind updating the 1986 tax 
code that was signed by President Reagan. Whether the final plan is more tax cuts 
than actual tax reform remains to be seen, but the economy is in need of a strong 
dose of tax measures that could serve as a catalyst for growth.

It’s been popular to use the growing list of pages added to the tax code as a clear—
and astonishing—example of how complicated and entangled the tax code has 
evolved over the years. The tax code included less than 30,000 pages in 1986. 
Today it is nearly 75,000 pages. The goal of the current tax reform effort is to reduce 
significantly the number of pages by simplifying the code in its entirety.

Wall Street has already drawn up lists of which sectors, and which companies 
specifically, would benefit from lower corporate taxes and/or repatriation of capital 
held overseas. There has been a resurrection of the pro-growth/pro-business Trump 
trade that followed the election, which had lost traction as investors questioned the 
ability of the White House to move forward with tax reform legislation. For example, 
small- and mid-capitalization stocks, particularly in finance and health care have 
delivered gains, as have the large diversified banks. The small-cap space should 
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benefit from a more favorable corporate tax rate. Industrial, pharmaceutical, and 
technology companies with funds sitting overseas are seen as possible beneficiaries 
of the repatriation of capital as outlined in the tax framework. However, if the move 
towards passing a tax bill fails, many of these assets will lose momentum, just as 
they did earlier in the year. For the country at large, it’s the middle-class tax cut 
which would help the U.S. consumer, responsible for almost 70% of the country’s 
economy.

Juanita Duggan, CEO of the National Federation of Independent Business, has 
been vocal in her support for tax reform that would help the small business owner. 
In an op-ed piece in the Wall Street Journal, she wrote that “businesses with 500 
employees or fewer are the cornerstone of the U.S. economy. There are 29.6 million 
of them in the U.S. and they represent 99.9% of all businesses. Small businesses 
employ 58 million Americans, or 48% of the workforce.”

In fact, it was small businesses that led the recovery as two out of every three jobs 
were created by the small business owner. Today, confidence among them remains 
strong, but they expect continued rollback of burdensome regulations, as well as tax 
cuts. As Duggan points out, “three-quarters of American small businesses pay taxes 
as individuals. Their top federal rate is 43.3%, which is substantially higher than the 
current top rate for large multinational firms. When state burdens are added, small 
businesses are sending close to half their income to the tax man.”

THE FOURTH QUARTER
As we enter the final months of the year, questions abound as to the resilience of the 
market to keep marching higher without a meaningful pullback, a pullback that was 
widely expected sometime in the third quarter. With the earnings season expected to 
deliver positive performance on both the top and bottom lines, it’s possible that the 
market has already priced in the better-than-expected reports, thereby taking away a 
reason to climb higher. In addition, investors and traders appear to be embracing the 
idea that tax reform is actually a viable possibility, and that could already have been 
discounted by the market, at least to some degree.

Disappointing earnings and corporate guidance could quickly change the market’s 
direction, as could disappointment over the path of tax reform. And there’s North 
Korea, soon to be met by more heated discussion over the Iran nuclear deal, which 
already has hit the headlines.

The Fed too, has the ability to worry the market, if they telegraph with certainty 
another rate rise in December, especially if inflation continues to drift lower. The 
European Central Bank is poised to signal its own taper of its own quantitative 
easing program, but the timing remains uncertain. What is certain is that it would 
incrementally add to the global monetary tightening that has begun in earnest—
although gradually and slowly—with the Fed’s winding down of the balance sheet.

The market has witnessed a nearly continuous transition from sector-to-sector 
rotation, in what could be called a trader’s market, as each new sector leadership 
helps keep the market grinding higher. The recent move in small U.S. companies 
will be watched closely as confirmation that investors are projecting stronger growth, 
aided by tax reform.

The dollar, the Treasury market, gold, and financial conditions in general, are 
all factors in how the market feels about the global macroeconomic and political 
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environment. The “risk off” and “risk on” moves have been orderly in the third 
quarter, providing some consolidation in overbought sectors.

Does this mean that we won’t enjoy the “Santa Rally” that typically visits in late 
November and early December? Santa can sometimes work in mysterious ways. 
But perhaps he and his elves need a rest before he arrives on the scene, a deeper 
market pullback that has investors grateful and happy to see him. And where they 
may truly appreciate the gift he delivers just in time for the new year to begin.
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