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TRUMPS TARIFFS 
Stocks continue to grind higher in a slow 
and bumpy recovery from their first quarter 
selloff. By the end of July, U.S. stocks had 
retraced most of the declines from their 
January highs and were solidly positive for 
the year. A big driver of this rebound has 
been solid economic growth and even more 
spectacular earnings growth.
It is widely acknowledged that fiscal 
stimulus from tax cuts has probably given 
the U.S. economy 
a new lease on 
life. A remarkably 
prolonged economic 
cycle, which is now 
in its 10th year, 
seems poised to 
not only extend its 
longevity but also to 
accelerate in the near 
term. U.S. GDP 
growth of 4% in the 
second quarter is a 
significant uptick 
from levels seen 
in recent years. 
Earnings growth of 
over 20% in 2018 has 
also exceeded already high expectations.
The strong growth narrative is one of the 
biggest tailwinds for the stock market. 
While growth rates will inevitably 
moderate in coming months, we believe 
they will remain solid enough to extend 
the cycle into the next couple of years. 
The pickup in growth has also been 
accompanied by a gradual rise in inflation. 
But the good news is that inflation and, 

therefore, interest rates still remain 
contained. We see this combination of 
growth and inflation as being “not too 
hot, not too cold”. We borrow this famous 
description of Goldilocks’ anecdotal 
porridge to define the U.S. economy in 
the near term.
A number of challenges have emerged 
over the course of the year to confront 
this Goldilocks economy. One of the 
most prominent headwinds has been 
the escalation of trade tensions from the 
continuous announcement of tariffs. The 
natural consequence of an extrapolation 

of this trend is a full-blown global trade 
war. Fears of such an outcome have 
induced a lot of market volatility and 
kept a lid on stock market gains.
We analyze how the tug-of-war between 
the Goldilocks economy on one hand 
and trade and tariffs on the other hand 
is likely to play out. In the foreseeable 
future, we believe that Goldilocks will 
trump tariffs!
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“The strong growth 
narrative is one of the 
biggest tailwinds for the 
stock market.”
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Figure 1: Growth in Average Hourly Earnings
U.S. Average Hourly Earnings -  3 Mo. Avg. Y/Y%
Recession Periods - United States
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“Even with recent signs of an uptick, it is remarkable  
how low inflation is running, especially at this late stage of the  

cycle and at these low levels of unemployment.”

A GOLDILOCKS ECONOMY
Inflation and Interest rates
We first examine the “not too hot” premise of the U.S. 
economy. We look for signs of overheating and find  
them notably inconspicuous on the inflation and interest  
rate fronts.
Even with recent signs of an uptick, it is remarkable how low 
inflation is running, especially at this late stage of the cycle 
and at these low levels of unemployment. The breakdown of 
the inverse relationship between inflation and 
unemployment has been one of the more puzzling 
aspects of this economic cycle. It has taken almost 
a decade of monetary stimulus for core inflation 
to climb back over 2%. Over that same time 
period, the unemployment rate has come down 
dramatically from almost 10% to below 4%.
Wage growth is one of the key drivers of inflation 
in the U.S. As we can see in Figure 1 (on 
page one), the pace of wage increases has been 
especially muted in this recovery. 
In the past, average hourly earnings (AHEs) 
have risen from a 2% pace to 4% in a period of 3 
to 4 years during an economic recovery. In this 
cycle, wages began to inch up from a 2% growth 
rate most recently in 2013. Five years later, wage 
growth is still just 2.7%! At this rate, AHEs will 
not hit the 4% pace typically associated with the 
next recession for several more years.
Inflation and interest rates generally move in tandem. 
Coincident with muted inflation, interest rates are still 
relatively low despite the Fed’s tightening policy. The Fed 
funds rate is below the rate of core inflation. And with 2nd 
quarter nominal GDP growth of above 6%, it is outright 
astonishing that the 10-year bond yield is still below 3%!

Growth beyond 2018
There has been considerable angst among investors that the 
fiscal stimulus is likely to be short-lived. The bearish narrative 
on growth runs as follows. The impact on growth from tax 

cuts is simply a “sugar high”. As extended as the cycle has 
been, we have now accelerated any remaining growth and 
thus brought the end of the cycle even closer. And for good 
measure, the downturn will be even more severe because we 
have created larger fiscal deficits from the tax cuts just as rates 
are beginning to rise.
These fears may be exaggerated as we offer the following “not 
too cold” perspective.
We believe that the effect of tax cuts will last beyond 2018. Our 

view draws upon research from the Congressional Budget Office 
(CBO) which actually forecasts that the fiscal stimulus could 
boost U.S. economic growth for almost a decade (Figure 2).
The key findings from the CBO research study are listed below.
•  The stimulus from the 2017 Tax Reform is not projected to 

fade away in a year or two and is instead expected to last an 
entire decade. 

•  The impact from the tax cuts is actually the lowest in 2018. 
Its influence grows in subsequent years and is the greatest in 
the middle years of 2021 to 2025.

Source: Congressional Budget Office, Whittier Trust

Figure 2: 2017 Tax Reform and Future Growth
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•  The rising benefits of tax cuts over the next several years can 
be traced to greater incentives to invest and work.

•  The benefits of tax cuts begin to fade away beyond 2025 as 
the sunset of individual tax cuts and higher interest rates 
from bigger deficits detract from growth.

•  The impact of tax cuts on annual growth ranges from a low 
of 0.3% in 2018 to a high of almost 1% in 2022 and averages 
about 0.7% over the next decade.

By the same token, a lot 
has been written about 
how the bull market in 
stocks is at risk because 
earnings growth for the 
S&P 500 will peak  
in 2018.
We hope to allay those 
concerns through two 
observations.
a.  Even though earnings 

growth will peak in 
2018 at around 20%, 
earnings will still 
continue to rise higher 
in 2019 and 2020. The 
consensus forecast 
for earnings growth 
in 2019 and 2020 is 
about 10% in each year. 
We believe that there may even be some upside to earnings 
beyond 2018, based on the observations above for future 
economic growth.

b.  In the past, the stock market has continued to rally even 
after the peak in earnings growth rates. While lower than 
2018, we expect that both economic and earnings growth 
will remain healthy in the near term. 

TRADE AND TARIFFS
The rhetoric and action on trade and tariffs has escalated in 
recent weeks. At the time of this writing, the latest escalation 
came in the form of even higher tariffs of 25% on $200 billion 
of Chinese imports. This announcement follows already 
proposed tariffs against China and our allies.
We acknowledge that cross-border trade is increasingly 
important to the global economy. Figure 3 shows us just how 

important trade is for 
each of the world’s 
major economies.
The U.S. economy 
is significantly 
more dependent on 
domestic consumption 
than it is on net trade. 
It, therefore, comes as 
no surprise that the 
U.S. relies a lot less 
on global trade than 
does the European 
Union.
We also acknowledge 
that the actual 
implementation 
of the most 
Draconian version 

of the announced 
tariffs would have a meaningfully adverse effect on the U.S. 
economy. Figure 4 (next page) estimates that the combination 
of announced tariffs as of July 2018 and a 25% tariff on U.S.-
China trade could slow the U.S. economy down by between 1 
to 2% in the next couple of years.
Even as we reflect on the ramifications of a trade war for U.S. 
growth, we summarize our views on trade and tariffs.
•   While we make note of these projections, we do not believe 

that a full-blown trade war will actually materialize.  

“Even though earnings growth will peak in 2018  
at around 20%, earnings will still continue to rise higher  

in 2019 and 2020. In the past, the stock market has continued  
to rally even after the peak in earnings growth rates.”

Source: World Bank, FactSet. Trade refers to the average of Imports and Exports to account for goods 
in transit between years.

Figure 3: Trade as % of GDP
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•  We believe that the threat of tariffs is a negotiating tactic 
and that a resolution will eventually be found before the 
progression of retaliations degenerates into a global trade 
war. Our optimism is based on the simple premise that no 
one wins in a global trade war and that cooler heads will, 
therefore, prevail. 

•  We observe that U.S. stocks are not discounting a dire 
outcome on the trade front. Chinese stocks, on the other 
hand, have been hit hard with a decline of almost -20% in 
2018 and may signal some urgency to policymakers in China 
to find a compromise.

SUMMARY
Corporate profits have soared 
and economic growth is poised 
to accelerate as a result of tax 

cuts and deregulation. We believe that market fundamentals are 
nicely balanced between healthy growth and muted inflation in 
an optimal “not too hot, not too cold” setting.
The good news on the economic and earnings front has, 
however, been tainted by uncertainty related to its sustainability 
and the additional complications of geopolitical risks and trade 
tensions. Despite these concerns, we believe that the current bull 
market and the current economic cycle have a good chance of 
becoming the longest ever recorded in the U.S.
We remain vigilant to the risks and opportunities presented by 

this backdrop and conclude after a 
careful assessment that, at least for 
now, Goldilocks trumps tariffs!

“We believe that market fundamentals are nicely balanced between healthy 
growth and muted inflation in an optimal ‘not too hot, not too cold ’ setting.”
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Figure 4: Estimated Impact of Tariffs on U.S. GDP

Source: Wall Street Journal, Moody’s Analytics
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