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Can the Infrastructure Lure finally Catch Some Funding?
•

Infrastructure should be an easy bipartisan issue.

•

How we pay for it is a big sticking point. Getting a bill passed will not be easy.

There are few issues that have been discussed as consistently as infrastructure, but with no meaningful result.
Most recently, infrastructure was a key pillar of the Trump agenda, but it went nowhere fast. Now the Biden
Administration is talking infrastructure too. The question is whether they can succeed where so many others have
recently failed.
On the surface, you’d expect infrastructure spending to be a bipartisan issue, and on the surface, it is. As usual,
the devil is in the details and so far, no one has been able to convert the theoretical support into real support.
Part of the problem is the red/blue divide. If you thought Trump’s defeat would fix this, think again. There is plenty
of talk about ‘bringing the country together’ but no one has held out an olive branch to begin that process. A core
inability to compromise on what should be done is not a winning strategy.
In addition, infrastructure brings our financial/debt problems right to the front burner. How much is this going to
cost, and who is going to pay for it? The $5 trillion of COVID relief passed in the last 12 months is equivalent to
almost one quarter of the economic output of the entire country and it has been financed with borrowed money!
While both sides of the aisle can agree that infrastructure would be a good investment, the sticking point will be
who pays for it and how that will be accomplished. Biden plans to pay for some of it with tax increases and the
rest by borrowing more. Republicans are only going to go so far with additional debt and tax increases could be a
non-starter.
We Shouldn’t Worry About Borrowing, When We Are Investing in Our Productivity
At the end of WWII, we had the only industrial infrastructure left standing. Since then, everyone else has rebuilt,
while we have done relatively little. We now have the oldest infrastructure and are at a disadvantage. Probably
the proper time to talk infrastructure was in the wake of the Great Financial Crisis. Unemployment was very high

and the Federal Reserve had hit a limit on traditional monetary policy (i.e., short term rates to zero) to revive the
economy. The Fed was, in effect, begging for Congress to begin some fiscal spending – an infrastructure plan
would have been ideal. But it did not happen. Now we have many trillions of additional debt and very little to
show for it while infrastructure remains a critical need. The problem is that after all the new debt in the wake of
the GFC, and now adding many trillions more in response to COVID, we have a potentially insurmountable debt
problem. Ray Dalio, of Bridgewater Capital puts it this way in his recent article “Why in the World Would You Own
Bonds When…” (see What We’re Reading for the full text of this excellent article):
“There is now over $75 trillion of US debt assets of varying maturities. US Treasury bonds and
notes account for $16 trillion of this and US Treasury securities of other maturities account for
another $5 trillion. Holders of these debt assets will either hold them until maturity and endure
the previously described terrible returns or sell them. Most holders of debt assets believe that
they can sell them to get cash and to buy goods and services with. After all, the only purpose of
holding financial assets is to be able to convert them into the buying of goods and services. The
problem is that, at current valuations, there is way too much money in these financial assets for
it to be a realistic expectation that any significant percentage of that bond money can be turned
into cash and exchanged for goods and services. If any significant amount tried to make that shift
a “run on the bank” type dynamic would ensue. When such a dynamic—which I call a “reverse
wave”—occurs there is no stopping it. It has to be accommodated the way it was accommodated
in the 1930-45 period and the 1970-80 period (and hundreds of similar periods throughout
history) via printing a lot of money and devaluing it, and restructuring a lot of debt and
government finances, usually including large increases in taxes.”
This massive level of debt seems likely to make a Congressional agreement on an infrastructure bill much more
difficult than it should be, despite the fact that a quick passage would go a long way to getting unemployment
back to acceptable levels. Borrowing all the money for infrastructure would appear to be a non-starter for the
fiscal conservatives (we use that term very loosely) and problematic at a minimum for the most centrist
Democrats. Biden has hinted that tax increases would pay for at least part of the infrastructure plan, but again,
the red team appears uninterested in reversing the tax cuts they implemented only a few years ago. We suspect
an infrastructure bill will be a tight squeeze through Congress.
For its part, Wall Street is clearly
anticipating an infrastructure bill
being passed in the near future. Just
take a look at the chart (at right) of
some big beneficiaries of an
infrastructure bill – Caterpillar, Eaton
Corp and United Rentals. All are well
above their respective pre-pandemic
levels with an accelerating trend
recently. We surely hope a bill can be
passed, but it might not be as certain
as the market suggests.

The Fed Puts ‘Meat On the Bones’: McCulley
•

The Federal Reserve’s dot-plot projections grew more hawkish, but most members still project keeping
rates near zero through 2023.

•

The GDP forecast for 2021 was raised to 6.5% from the 4.2% forecast at the December meeting.

•

Unemployment is expected to fall to 4.5% in 2021, down from the previous estimate of 5%.

•

Inflation is now expected to run at 2.4% in 2021, up from the previous estimate of 1.8%.

The Fed’s quarterly release of its economic projections arrived on St. Patrick’s Day following a great buildup of
expectations due to the recent move toward higher long-term interest rates. Would the Federal Open Market
Committee (FOMC) react to those increases, and if so, how? Would they signal any changes in policy? The answer
was expected to be in the “Dot Plot”, which is a compilation of the estimates made by all members of the FOMC.
Back in December, the previous release, 5 of the then 17 FOMC members projected at least one rate hike in 2023,
with two of those projecting 2 or more hikes in 2023. (See chart below).
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There was speculation that the FOMC would become a bit more hawkish to appoint where the median dot would
project at least one rate hike in 2023. We didn’t quite get there. However, 7 of the current 18 members projected
rate hikes in 2023 and 6 of those projected more than one rate hikes in 2023. This is definitely a more hawkish
tone on rate expectations, but not out of line considering a) the improving COVID situation, b) success of the
vaccines and 3) the expectation of a faster re-opening that had been initially projected. All of these are supportive
of expected increases in GDP and inflation.
Markets took in the news rather well in the hours after the meeting, but Thursday morning was a different story
as markets took the results to signal that the Fed would allow rates to go still higher, and they did. The bond
vigilantes are not dead.
With all that said, our perspective is that maybe the most meaningful analysis came from Paul McCulley (former
PIMCO Chief Economist) in a CNBC interview, where he called this meeting “the funeral for the doctrine of
preemption”. Allow us to explain. Back in the old days, the Fed would only make policy changes when the situation
became obvious. That always brought criticism that if they had only acted earlier, things wouldn’t have been so
bad. Beginning with Greenspan, the Fed began to act more proactively as the theme for the time was that this

could be possible to eliminate economic cycles. That gradually transitioned into a pre-emptive framework, where
the Fed would act on expectations even before there was firm evidence of that change. Last year, the Fed indicated
a change in that framework, and this week was the first true test of that framework. Economic conditions are
clearly improving faster than they expected, yet the FOMC did not act preemptively by easing its foot on the
economic accelerator in the face of stronger growth. For McCulley, as well as for us, this is a welcome change. The
experiment to eliminate the economic cycle has clearly failed.

Does Passive Investing Have a Death Wish?
•

Passive (index) investing has seen enormous growth.

•

But if passive investing continues to grow, it can add risk.

There is an increasing amount of discussion that passive investing, which has become enormously popular, is also
creating a unique set of risks for itself – a victim of its own success. First let’s define passive, versus active investing.
Passive investing is built on the idea that it is very hard, if not impossible, to beat the market consistently. As a
result, an investor is better off simply investing in a broad index of stocks, like the S&P 500. There are numerous
mutual funds and ETFs that mimic the S&P 500, as well as other broad indexes and more recently other subindexes, based on themes, factors, and other criteria. The point is that a passive investment is designed to
replicate that index no matter what it does. There is no ‘stock picking’ in a passive investment. It simply owns
everything in the index proportionately, i.e., it is passive. Active investing is ‘old school’ investing. It is an attempt
to beat the market, or some other benchmark, by picking better stocks.
Passive investments typical carry lower fees as there is no need for a research staff, and other investment
infrastructure. Active funds, because of their higher fees, therefore have another hurdle to clear to beat their
benchmark. They must not only beat the benchmark; they must beat it by more than their fees. That isn’t easy.
The passive vs. active debate has been most prominent in qualified retirement plans, like 401ks and 403bs. Plan
sponsors, fearful of lawsuits about their plan investments, have moved strongly into passive investments for this
reason. All those target date funds you see in your plan are passive investments.
As is often the case, this all appeared to be well and good, but as passive investing popularity grew, it started to
raise questions about unintended consequences. When there were relatively few passive investors out there,
everything was fine, but now that passive is now larger than active, it is raising some unforeseen risks. The problem
is that as money pours into index funds, that money is added relative to the weight of the stocks in the index.
Naturally that adds more of the bigger stocks and less of the smaller stocks and none of those not included in the
index.
That might matter because it can (and actually has been) adding to the sector risk of the index. Broad indexes are
supposed to be just that, owning a broad array of stocks in various industries, a diversified portfolio of stocks.
Here is the problem. The S&P 500 index is now essentially 38% in one sector. The technology sector is about 27%
of the index. Amazon, Alphabet (Google), Facebook, and Tesla are not in the technology sector, they are in the
consumer discretionary or communications sectors. When those are added in, the group totals almost 38% of the
index.

With valuations for this group of stocks being particularly elevated, owning a passive
S&P 500 index funds could have substantially more risk than the investor anticipated
with a large portion of the portfolio invested in the most expensive stocks and it is
being done without a second thought. What is interesting is that the more prevalent
passive investing becomes, the bigger the problem becomes. This is a difficult
problem to overcome, especially in qualified retirement plans (401ks and 403bs) as
there are precious few alternatives available.
FYI, our equity portfolio investments are primarily in individual stocks, chosen based on a variety of criteria, and
designed to be diversified, but not locked into a passive allocation and this is the reason why. There are many
ways to be diversified that do not require passive investments.

What We're Reading
Why in the World Would You Own Bonds When…
U.S., China kick off ‘tough’ talks in Alaska with rare public rebukes
Ford cutting shifts, partially building pickups and SUVs due to chip shortage
Recap and analysis of Fed Chairman Powell’s market-moving comments on rates
Biden Eyes First Major Tax Hike Since 1993 in Next Economic Plan
COVID-19 is no longer the biggest tail risk: BofA fund manager survey
Capturing the Renewable Energy Shift
U.S. to push more 'aggressive' messaging effort to deter migrants
Germany's Greens vow to scrap Russian gas pipeline after election
Everywhere You Look, the Global Supply Chain Is a Mess (WSJ, Subscription Req’d)

Markets This Week
The stock market got off to a reasonable start this week, only to be upended by a Federal Reserve that appears to
be experimenting in allowing markets to be more real and less contrived. The result was that intrest rates rose
again (bonds down) and the stock market was generally not happy with the change. Homebuilers continued to
perform well as low rates make housing more affordable. Communication Services was right behind, led by a nice
rebound in Facebook this week. Commodities and Energy led the way down, both driven by lower oil prices.
Energy, of course, has been ‘on fire’ this year, but the worsenign COVD situation in Europe is re-starting lockdowns
and causing some concern for the anticipated rebound in oil demand.
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S&P 500 (SPY)

-1.14%

4.20%

20+ Yr. Treasuries (TLT)

-0.96%

-14.37%

Consum er Disc. (XLY)

-0.19%

3.53%

Dow (DIA)

-0.70%

6.86%

Barclays US Aggregate (AGG)

-0.25%

-3.64%

Info. Technology (XLK)

-1.38%

-0.32%

NASDAQ (QQQ)

-0.74%

-0.19%

Interm ediate Municipal (MUB)

-0.16%

-1.02%

Financials (XLF)

-1.58%

16.08%

Russell 1000 Grow th (IWF)

-0.96%

-1.02%

US Corporate Bonds (LQD)

-0.06%

-6.51%

Health Care (XLV)

0.41%

1.44%

Russell 1000 Value (IWD)

-0.88%

10.41%

Barclays US High Yield (HYG)

-0.46%

-0.70%

Utilities (XLU)

-0.34%

-0.80%

Vanguard Mid-Cap (VO)

-0.93%

7.19%

Industrials (XLI)

-0.31%

8.94%

Vanguard Sm all-Cap (VB)

-1.74%

11.67%

Energy (XLE)

-7.71%

30.45%

Materials (XLB)

-0.88%

7.75%

International Equities
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Com m odities
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Consum er Staples (XLP)

0.35%

-1.59%

MSCI EAFE (EFA)

0.20%

4.76%

Com m odities (PDBC)

-3.62%

14.42%

Com m . Services (XLC)

0.96%

11.75%

MSCI Em erging (EEM)

0.17%

4.66%

Gold (GLD)

1.08%

-8.48%

REITS (VNQ)

-1.23%

6.55%

Hom ebuilders (XHB)

3.01%

18.11%

The table above is an analysis of the weekly and year to date returns of various markets/sectors that we follow (More RED = worse performing
markets/sectors; More GREEN = best performing markets/sectors). Source: IEX Trading & PWM Research.

Retirement Planning:
Social Security Basics: Full Retirement Age
Full retirement age is the age when Americans receive full Social Security benefits. Your full
retirement age varies depending on the year you were born.

Tax Planning:
How you can still find a 30-year mortgage rate under 3% for your refinance
Rates have been rising, but remain very low by historical standards, meaning many homeowners still
have a major incentive to refinance their mortgage.

Estate Planning:
Careful Use of Life Insurance in Estate Planning
Life insurance may play a vital role in an estate plan because insurance proceeds can be counted on
to provide liquidity when it’s needed.

Health:
Carbs are essential for weight loss, according to a nutrition doctor.
Both the quality and the quantity of carbs matter for your diet goals.

Entrepreneur:
Practical Ways To Protect Your Company From Hackers And Phishing Attacks

Disclosures:
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