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acky is the only way to describe the current 

economic and market environment. Market 
pricing has become completely unhinged from 

the reality of the fundamentals. Market direction and 
pricing are being dictated by central bankers. Jobs 
numbers are increasing but unemployment is rising. 
Household net worth as a percentage of disposable 
personal income has never been higher.1 While we 
cannot predict what the markets will do, we have seen 
this before — a similar surge in wealth preceded the 
Dotcom market’s burst in 2000 and was also flashing 
warning signs in early 2007 as the housing bubble 
melted down into the 2008 Financial Crisis.1 The 
current global net worth expansion is being driven by 
massive central bank intervention in the form of zero or 
negative interest rates and quantitative easing (QE). The 
U.S. economy is at an inflection point — are we 
heading towards recession or growth? Let’s take a look 
at the landscape. 

GROSS DOMESTIC PRODUCT (GDP) 

Since the December 2015 rate hike of 0.25%, the U.S. 
economy has slowed dramatically to a 1.4% growth 
rate based on the second revision to the 1.1% growth 
rate initially released.2 We believe the evidence clearly 
shows the rate hike did not increase growth, it cut 
growth significantly — far below the 3-5%, or more, 
that 

that is required to heal structural damage caused 
during the Financial Crisis. Slow growth has also 
compromised corporate profits which have posted 
negative growth rates in S&P 500 companies since Q4 
2014. The surprisingly weak August Institute for Supply 
Management (ISM) Non-Manufacturing Index Report, 
which details how U.S. service industries are growing, 
posted the weakest numbers since 2010. Since service 
now accounts for almost 90% of economic activity, the 
report is troubling to say the least. The ISM Services 
Index slumped to 51.4 this August from 55.5 in July 
2016 and indicates a sudden deceleration of economic 
momentum, which seems to align with the low rate of 
GDP growth.3  

A clear picture of national GDP growth trends can be 
found by analyzing how state economies are 
performing. As illustrated in Chart 1, a total of 13 states 
have negative growth rates indicating they are in 
recession. Ten more states have GDP growth of less 
than 1.0% and another 13 are growing below 2.0%.4 
With 36 state economies struggling, and the trends 
weakening since our 2015 year-end update,5 a 
recession could become reality. I believe the state 
trends should cause Fed officials to hold steady on 

rates until real economic progress and growth are facts 
and not wishful thinking. 
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When you break down GDP (Chart 2), you can see that 
consumer spending is the big driver of GDP growth, 
contributing 69% of our economic activity. The chart 
also shows that before the 2008 Financial Crisis and 
the subsequent period of slow growth, or economic 
stagnation, consumer spending enjoyed annualized 
growth of around 5%. As we can see from quarter-
over-quarter changes in components of GDP in Chart 3 
on the next page, there has been absolute collapse in 
the other three GDP components. Business 
investment, government spending, and net exports 
have made no contribution to GDP growth. The only 
thing holding its own? Consumer spending. 

THE WEALTH EFFECT 

If you’re looking for someone to blame for this slow 
growth economy, it should not be the U.S. consumer. I 
believe the current slow growth of economic recovery 
has been engineered by central bank policies to get the 
outcome they desire. The Federal Reserve Board (Fed) 
monetary program that focuses on zero interest rates 
and quantitative easing was designed to lift asset prices 
delivering a “wealth effect”.6 The key focus of wealth 
effect policies is to make people feel better about their 
financial situation so they will spend more money, which 
in turn, helps drive economic growth. It also 
encourages them to invest in risky assets because they 
are increasing in value, which can help drive capital 
formation into the economy. Well, consumers have 
taken the bait and did their part to lift the economy to 
positive growth under the toughest economic 
conditions since the Great Depression. However, even 
though consumer spending has firmed over recent 
months, it has not been strong enough to offset the 
falling business investment and exceedingly weak 
government spending. 

The million dollar question for the U.S. and global 
economy is two-fold: Why would businesses invest less 
as consumers buy more goods and services? And, why 
would the government not increase government 
spending to accelerate economic growth in support of 
monetary policy? After all, Fed wealth effect policies are 
designed to accelerate economic growth by influencing 
consumption. Normally, business investment would 
increase as consumers buy more, and government 

fiscal stimulus would provide long-term financing to 
increase economic activity. 

BUYBACKS AND BRIDGES FALLING DOWN 

As companies slashed overhead in response to the 
2008 Financial Crisis, they set themselves up for 
tremendous earnings growth as business conditions 
improved on the heels of increased consumer 
spending. However, instead of reinvesting earnings in 
new products, improved infrastructure, and increased 
hiring, businesses initially held on to the cash which 
accumulated on balance sheets. With only modest 
growth in GDP and limited confidence in future 
earnings growth, company leaders turned to stock 
buybacks, a form of financial engineering, to increase 
their company’s stock prices. 

A buyback is the purchase by a company of its 
outstanding shares, reducing the number of its shares 
on the open market. Stock buybacks make earnings 
look artificially better than they actually are. A reduction 
in shares boosts the proportional share of earnings 
each remaining share is allocated and can often 
increase the value of the stock as earnings per share is 
artificially increased. We believe investors are often 
confused by buybacks because the directors and 
management of the company have “engineered” an 
artificial increase in earnings, when in fact, total 
earnings do not increase. The only thing that changes 
is the number of shares outstanding in investors’ 
hands. While using capital to buy back shares can 
provide short-term support for a company’s stock 
price, the permanent loss of capital and lack of 
investment in future growth can be debilitating for 
company prospects, and therefore, long-term 
investors.  

The latest buybacks release is an indication that bull 
market prospects are weakening. S&P 500 Q2 2016 
buybacks amounted to just $125.1 billion — a $40 
billion decline over Q1's buyback spending and a 6.8% 
decrease year-over-year. The Q2 amount marked the 
smallest buyback spend since Q3 2013. Even more 
troubling, buyback spending exceeded earnings for 
137 of the S&P 500 companies. In addition, 20% of the 
companies in the S&P 500 Index reduced their year- 

Components  

of GDP

% of 

GDP 

1990

Annualized 

Growth Rate 
(1990-2000)

% of 

GDP 

2000

Annualized 

Growth Rate 
(2000-2007) 

% of 

GDP 

2007

Annualized 

Growth Rate 
(2007-2016)

% of 

GDP 

2016

Consumer Spending 63.60% 5.89% 65.55% 5.35% 67.26% 3.03% 68.82%

Business Investment 16.98% 7.40% 20.16% 3.70% 18.53% 1.19% 16.12%

Government Spending 20.56% 4.06% 17.79% 6.18% 19.29% 1.80% 17.72%

Net Exports -1.15% -3.50% -5.08% -2.66%

Chart 2

Source: WBI & Federal Bank of St. Louis, 2016. 
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over-year share count by more than 5%.7 

Corporate tax inversions* and offshore cash hoarding 
by America’s largest companies in an effort to reduce 
taxes has exacerbated the tight capital conditions 
already caused by record share buybacks. This has led 
to even lower growth rates in corporate investment 
than what occurred during the initial corporate buyback 
boom that peaked in 2007.8 The focus on buybacks 
has led to a collapse in business investment growth 
rates averaging just 1.19% over the past 9 years — 
less than one-third of the investment growth rate of 
3.70% between 2000-2007 and far below the 7.40% 
that occurred from 1990-2000 (Chart 2). 

America's crumbling infrastructure 
provides another source of concern. 
Have you ever gotten that funny 

feeling in the pit of your stomach 

as you traverse one of the 

thousands of dilapidated bridges 

that span waterways across 

America? Once a shining example 
to the world, U.S. infrastructure is 
crumbling and in desperate need of 
a $3.6 trillion investment by the year 
2020 to prevent near-term disaster.9 
The U.S. and Canada combined 
spend only 2.5% on infrastructure to 
support economic growth, while 
China spends more than three times 
that, using 8.6% of GDP to build up 
their roads and railways.10 Over the 
past 30 years, China has grown 
from an emerging economy to the 
second largest in the world. For the 
first 20 years, growth was driven by 
exports, but for the last 10 years, 
growth has been primarily driven by 
infrastructure spending. According to a study by the 
McKinsey Global Institute,11 China spends more on 
economic infrastructure annually than North America 
and Western Europe combined. Yes, combined. 

In a capital-based economic system, increased capital 
flows are the fuel that drive growth. The lack of 
domestic business investment and government 
spending contributed to the shortfall in capital flows, 
which has led to anemic U.S. GDP growth and 
stagnation. This points to the idea that the Fed’s 
monetary policy program only stimulates consumer 
spending and not other components of GDP. 

WHAT’S THE DISCONNECT? 

Historical market pricing dynamics dependent on 
fundamentals don’t seem to matter anymore. Stocks 

have been rallying to new highs and bond yields have 
been closing in on “all-time” new lows. That is not 
supposed to happen, because the stock and bond 
markets typically move in divergent directions. The fact 
that stocks are hitting all-time highs and bond yields are 
hitting all-time lows is unprecedented.12 We are in Q3 
2016 earnings season and the Earnings Insight Report 
from FactSet has S&P 500 earnings declining by 1.8% 
year-over-year.13 Historically, stock prices have always 
fallen in accordance with a long-lasting earnings 
recession. According to the Dow Jones S&P 500 
Earnings Report, quarter-over-prior-year quarterly 
earnings declined for six straight quarters through Q1 
2016, and yet markets are setting new highs. Reported 

earnings for the S&P 500 for 2015 were $86.53, which 
is a decline of -15.42% over 2014’s $102.31.14 As 
earnings have fallen and prices have remained high, it 
has caused overvaluation of stocks. Currently, the index 
is trading at P/E multiples of 24.64 trailing earnings.15 
The last time stock prices became this disconnected 
from fundamentals was during the Dotcom bubble 
when trailing P/E multiples hit 30 times for the S&P 500 
Index. That cycle ended badly with the S&P falling 50% 
from market highs and NASDAQ stocks cratering by 
more than 70%.16 

Even though the "real" numbers being posted by the 
economy tell a tale of faltering growth, Fed officials 
continue to jawbone about a strengthening economy 
based on reaching full employment. As the growth 
trends in Chart 2 indicate, jobs numbers and the 
unemployment rate don’t matter — trends are 
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weakening! The Fed has a vested interest in keeping 
the asset bubble intact so consumers continue to 
spend. After all, they did spend almost eight years and 
trillions of dollars to keep the economy from falling back 
into recession and to keep real estate, bond, and stock 
prices from imploding. The fairy tale they are spinning 
reminds me of the nursery rhyme of Goldilocks and the 
Three Bears. In the story, the bears do not eat 
Goldilocks, but in the real world I fear the true story has 
a bad ending for markets that are being powered 
exclusively by Fed "fairy dust" when the data seems to 
tell a different story. 

WHY JOBS DON’T MATTER 

The increase in payroll employment strengthened once 
again in September by adding 156,000 jobs after 
softening in the first half of 2016. Yet the economy is 
weakening and the unemployment rate is rising, edging 
up to 5% for September.17,18 We might be better off 
ignoring the closely watched jobs report altogether, 
because it has not been a reliable indicator of 
economic momentum. Last year’s high average growth 
rate in jobs accompanied a significant slowdown in 
economic growth with GDP posting less than a 2% 
growth rate.19 Here is what we think is going on: 

Lack of Job Quality 
The quality of jobs created in this recovery has caused 
many job seekers to accept lower paying jobs than 
they had before the Financial Crisis. As a consequence, 
the level of discretionary spendable income generated 
by this job cycle has constrained consumption 
dramatically. The historical 5% plus annual growth rate 
in consumer spending during prior recoveries has fallen 
43% to just 3% during this recovery (Chart 2).  

Fewer Active Job Seekers 
The labor force participation rate has been falling ever 
since this recovery started in 2009. As the Crisis hit, 
unemployment surged as companies cut staff in an 
effort to shed costs to ensure survival. The 
administration extended unemployment benefits for 
millions of displaced workers and then extended them 
again and again, providing up to four years of benefits. 
Due to the extended benefits, low wage jobs, and the 
fact that companies were slow to hire, many job 
seekers became disenchanted and stopped looking. 
When people stop actively seeking employment they 
are removed from the unemployment statistics. This 
causes the unemployment rate to look good, or 
artificially low, when in fact the real unemployed rate is 
much higher than today's headline rate of 5.0%.18   

Not Enough Jobs For Growing Workforce 
The labor force participation rate has reversed course 
and ticked up to 63% over the past few months as 
some of the people who were not working and not 

looking for a job have resumed their search for 
employment.20 Current job creation has been just large 
enough to offset the increase from these reinvigorated 
job seekers. However, as more Millennials have also 
joined the workforce, the number of people looking for 
jobs has far outstripped the 200,000 average jobs 
being created.21 This has caused the unemployment 
rate to rise to 5.0% from 4.7% over the past couple of 
months.22 

What's surprising is that the Fed is well aware of these 
trends, but they continue to publicly anchor higher GDP 
growth forecasts and hope for higher interest rates on 
the current level of job creation. Real consumer 
spending supported by high quality jobs with high 
participation rates drive economic growth, not the fairy 
tale that is today's low quality, low participation rate 
employment environment hidden under our low current 
unemployment rate.  

HOW DO WE FIX IT? 

Central bank monetary stimulus has run its course and 
is failing to boost economic growth. The latest 
experiment that Japan and the Eurozone are actually 
considering is “helicopter money” — directly giving 
people money to spend. This may provide a 
meaningless short-term boost in consumption and 
spending, but will do nothing to develop a desperately 
needed foundation of higher velocity GDP growth. 
What has been missing is fiscal stimulus to provide the 
continuous long-term boost to GDP growth. It is 
important to note that traditionally, monetary policy has 
always been paired with fiscal stimulus to ramp up GDP 
growth coming out of recession. 

I feel it’s time politicians stopped posing for the 
cameras perpetually running for office, trying to 
maintain power, rather than do the job they took an 
oath for and were elected to do. One of Congress’ 
primary functions is to deliver a budget and develop 
reasonable spending plans that will make our country 
and economy stronger. Yet Congress has not delivered 
a budget in seven years. Fiscal stimulus is a key 

component of the budgetary process. No budget, 

no fiscal stimulus. Within the budget, it would be 
critical to include a dramatic increase in government 
spending to fund significant fiscal stimulus with a focus 
on America’s crumbling infrastructure. This increase in 
government spending is needed to reverse the 
deterioration in spending growth rates that have 
averaged a dismal 1.8% per year since the Financial 
Crisis (Chart 2). 

Additionally, Congress needs to reduce corporate tax 
rates to bring them in line with our international 
counterparts. This will allow companies to retain more 
of the profit they earn to reinvest in order to improve 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global competitiveness. A secondary benefit will be 
reduction in the tendency for tax-motivated corporate 
inversions, which promotes offshore cash hoarding 
and causes a significant reduction in business 
investment. Lastly, it is critical to capital formation and 
economic growth to allow companies to repatriate the 
$2 trillion in capital parked offshore so it can be 
invested to improve corporate competitiveness and 
long-term prospects.23 

We have the most accommodative monetary policy 
stance since the Great Depression, and it would be a 
shame to waste the trillions already committed 
because of continued congressional dysfunction.8 
What tends to hold voters and politicians back is the 
likelihood that fiscal stimulus will be funded in the 
traditional fashion by increasing deficits. Deficits have 
already dramatically increased and we fear more debt 
may bankrupt future generations. But what if there 
was a way to fund a long-term fiscal stimulus 
program without increasing the deficits? 

A hidden benefit to the Fed’s expanded balance 
sheet under QE programs is that it artificially inflates 
our deficit making it look larger than it really is! Every 
month the Fed collects interest income from the U.S. 
Treasury on the $3.7 trillion the Fed bought in bonds 
from private investors.24 At the end of each month, 
the Fed, by law, has to turn around and pay the 
interest it collects back to the Treasury. In reality, there 
is no interest cost. Since you can’t owe yourself 
money, the Fed and Treasury are really one and the 
same. So in the real world, the U.S. deficit is about $4 
trillion less than the headline number that everyone is 
worried about. The money used to implement our QE 
programs is already calculated into our deficits, so 
spending it on fiscal stimulus operations would not 
increase deficits. All the Fed has to do is sell some of 
the bonds to investors, when needed, and turn the 
proceeds back over to the Treasury to fund fiscal 
spending programs. The government has fiscal 
spending programs already approved and the 
infrastructure in place to immediately fund them.

CONCLUSION 

With stock prices at all-time highs and fundamentals 
trending negative, I'd check my fully invested bet with 
hedges or risk mitigation. This Fall may be one of the 
higher risk periods in recent history as markets have 
set new highs on continued central bank monetary 
policy and intervention.  

Major economies are at an inflection point. I fear a 
deeper dive into the current monetary policy toolkit — 
promoting negative interest rates and more 
quantitative easing — will serve to unravel the fragile 
economic balance established after the Financial 
Crisis. Increased government spending used for fiscal 
stimulus, and a revised corporate tax system aimed 
to encourage business investment, are the policies 
that are needed now to lift economic growth and 
allow economic systems to advance instead of 
continuing to contract. 

I think the central bank’s extreme experiments with 
monetary policies that focus on behavioral economics 
could be a very slippery slope. The concern is it may 
end very badly for investors — as it did after the 
Dotcom bubble burst — for those who are drawn into 
markets on the siren song of rising prices during what 
could end up to be a last-grasp rally. Let’s not forget 
that domestically we have possibly one of the most 
polarizing Presidential elections in history about to 
unfold that may weigh heavily on markets.  

Maybe wacky is a good description of market 

dynamics and investor perceptions. What do 

you think?

Don Schreiber, Jr.  
WBI Founder, Chief Executive Officer, and Co-Portfolio Manager
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Important Information

Past performance does not guarantee future results.
The views presented are those of Don Schreiber, Jr. and should not be construed as
investment advice. All economic and performance information is historical and not
indicative of future results. This is not an offer to buy or sell any security. No security
or strategy, including those referred to directly or indirectly in this document, is suitable
for all accounts or profitable all of the time and there is always the possibility of loss.
Moreover, you should not assume that any discussion or information provided here
serves as the receipt of, or as a substitute for, personalized investment advice from
WBI or from any other investment professional. To the extent that you have any
questions regarding the applicability of any specific issue discussed to your individual
situation, please consult with WBI or the professional advisor of your choosing. This
information is compiled from sources believed to be reliable, accuracy cannot be
guaranteed. Information pertaining to WBI’s advisory operations, services, and fees is
set forth in WBI’s disclosure statement in Part 2A of Form ADV, a copy of which is
available upon request.

*Corporate Tax Inversion is the practice of relocating a corporation's legal domicile
to a lowertax nation, or tax haven, usually while retaining its material operations in its
highertax country of origin. The NonManufacturing Index is a composite index
based on the diffusion indexes for four of the indicators with equal weights: business
activity (seasonally adjusted), new orders (seasonally adjusted), employment
(seasonally adjusted), and supplier deliveries. Gross domestic product (GDP) by
state is the market value of goods and services produced by the labor and property
located in a state. GDP by state is the state counterpart of the Nation's GDP, the
Bureau's featured and most comprehensive measure of U.S. economic activity. Real
values are inflationadjusted statistics—that is, these exclude the effects of price
changes. Seasonal adjustment and annual rates. Quarterly values are expressed at
seasonallyadjusted annual rates (SAAR).
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