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MACRO STRATEGY

Nine months after the Tax Cuts and Jobs Act was signed 
into law, we continue to see encouraging corporate and 
consumer behavior bolstering the current expansion. While 
the implications for the legislation are not set in stone, we 
find it a useful exercise to examine the early feedback.

THOUGHT OF THE WEEK

The United States has likely surged ahead of other oil 
leaders to claim the title for largest crude oil producer 
according to the Energy Information Administration’s 
(EIA) latest projections. This growth in production will 
potentially make the U.S. less reliant on foreign oil and 
more resilient in the marketplace.

GLOBAL MARKET VIEW

Foreign appetite for U.S. securities remains robust, notably 
among U.S. equities. Foreigners continue to buy into 
“America First,” or the fact that the U.S. economy remains 
among the strongest and most resilient in the world, and 
a global leader in a number of cutting edge industries. 
Not unlike U.S. investors, foreign investors have become 
increasingly enamored with U.S. equities versus Treasuries. 
In a world awash in cash, the U.S. remains a magnet for 
foreign capital, buttressing the outlook for U.S. securities.

PORTFOLIO CONSIDERATIONS

U.S. equities remain the global frontrunners, helped by 
solid profit growth and rising economic activity. The rest 
of the world is playing catch-up. Many of these areas 
such as the emerging markets are currently at significant 
discounts, which is why we maintain a slight overweight.

THE IMPACT OF TAX REFORM ON THE ECONOMY AND 
MARKETS, NINE MONTHS IN

Nick Giorgi, CFA®, Vice President, Investment Strategist 

It’s been nine months since the Tax Cuts and Jobs Act (“The 
Act”) was signed into law. Since then, citizens, investors and 
companies have done their best to navigate the legislation and 
some results have begun to take shape. We believe the Act has 
had a meaningfully positive impact on economic activity and 
consumer and business confidence. It has provided a boost to 
the U.S. economy, making it more competitive and resilient to 
trade tensions, reflected in strong economic data and relative 
performance of U.S. equities.

A BOOST TO U.S. COMPETITIVENESS

An immediate effect of tax reform has been to make U.S. 
corporations more competitive globally. Corporate tax rates 

Exhibit 1: Corporate Tax Reform Re-aligned the U.S. with the 
Rest of the World.
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for other major economies had been trending lower since 
2000, leaving U.S. companies at a competitive disadvantage 
(Exhibit 1). The Act’s goal was to realign the U.S. with other major 
economies, and has helped spur investment in the U.S., aiding 
hiring and economic activity. For instance, a major technology 
company announced plans this past January to invest in its U.S. 
operations, including over $30B in capital expenditures (capex) 
over the next five years and over 20,000 jobs.

As growth in the U.S. picks up relative to its peers, other 
governments seem compelled to implement more pro-growth 
fiscal policy, such as China, which has announced individual 
income tax cuts of 510B Yuan ($75B), according to Evercore ISI. 
The government is following the United States’ lead on a more 
pro-growth fiscal policy, also reportedly increasing export tax 
rebates and supporting banks that lend to small businesses. 

CASH WINDFALL FOR CORPORATIONS

The Act has induced a flood of previously undistributed corporate 
profits into the U.S. via repatriation, placing a 15.5% tax rate on 
overseas cash held by corporations. Unremitted foreign corporate 
profits reached $2.6T before tax reform, of which about $1.7T 
was cash available for repatriation, according to Strategas. The 
results of the new policy have been significant, with the Bureau 
of Economic Analysis calculating $464B of repatriated earnings 
in the first half of 2018. Early evidence suggests companies are 
using this cash for a variety of activities such as buybacks, debt 
reduction, contributing to pension plans, mergers & acquisitions 
(M&A) and capital expenditures. 

While first-half buybacks are higher by 50% year over year 
at $379.7B, led by Technology, Financials and Health Care 
companies1, U.S. corporates are also increasingly looking to 
fund growth through M&A, as year-to-date, over $1.1T and 
7,500 deals have been completed or are pending within the 
U.S.2 While the total value of M&A has picked up, the value as 
a percent of S&P 500 market cap remains modest, and further 
clarity on the regulatory front could unleash more activity. 
Paying down debt has been a favored use of excess cash as 
well, which makes sense as the legislation limits the deduction 
of interest expense by businesses, thus reducing the benefit of 
carrying debt. Better cash flows also means that firms are less 
reliant on debt capital markets, as year-to-date bond issuance 
by nonfinancial corporations is down 28% year over year, 
according to the Federal Reserve (Fed).

Companies were allowed to deduct pension contributions at 
the previous tax rate of 35% until mid-September, incentivizing 

1 Yardeni Research, “Stock Market Indicators.” September 25, 2018.
2 Bloomberg. September 21, 2018.

firms to fund post-employment benefits owed to their 
workforce. Wolfe Research expected Russell 3000 companies to 
contribute $90B to pension plans this year before the deadline, 
up from $81B last year; a level last seen in 2012. It’s noteworthy 
that the aggregate funded status of pensions has noticeably 
improved, as S&P 500 obligations are now funded at 90% after 
dipping below 76% in 2016.3 Tax Reform also added additional 
fuel to the pickup in capex that began in 2016 by allowing 
firms to expense their investment in qualified property, and 
by stimulating final demand by lowering corporate taxes and 
marginal personal tax rates. For S&P 500 companies, the pickup 
in capex is in full swing, up 24% in Q2 (the fastest since 2011), 
led by Technology and Energy companies.4 This is consistent 
with rising capex across the economy, as core capital goods 
shipments have been growing by around 7% annually, according 
to the Census Bureau. 

Although business confidence rose following the 2016 election, 
under the previous tax regime small businesses reported one of 
their primary concerns was the level of taxes they pay, according 
to the National Federation of Independent Business (NFIB). With 
that concern having been addressed by tax reform, focus has 
shifted to quality of labor as companies face increased shortages, 
with job openings reaching 6.9 million in July, according to 
the Bureau of Labor Statistics. This labor shortage is further 
supporting the rising investment in machines and productivity-
enhancing technologies. According to the NFIB, the percent of 
small businesses planning to make capital expenditures over 
the next 3–6 months is at its highest level since 2006, while the 
Institute for Supply Management noted manufacturing survey 
respondents expect 10.1% growth in capex for 2018, up from 
2.7% in December 2017. Continued strength in capex should 
support productivity growth, helping to restrain unit labor costs 
growth and potentially extend the current cycle.

MORE TAILWIND FOR CONSUMERS

Corporations were not the only beneficiaries of tax reform, as 
lower taxes have saved consumers $105B so far this year, coming 
in above expectations, about 65% of which is being spent, 
according to Empirical Research Partners. The data confirm this 
cash windfall is being put to work, as real personal consumption 
expenditures added 2.6 percentage points of the 4.2 percent rise 
in real gross domestic product (GDP) in the second quarter. Amid 
healthy household balance sheets, tax savings should provide 
additional spending capacity, seen in retail sales data from the 
Census Bureau. Year-to-date retail sales are up 5.5% year over 

3 Aon Pension Risk Tracker. September 21, 2018.
4 BofA Merrill Lynch Global Research “Earnings Season Update.” August 6, 2018. 

Preliminary as of 406 S&P 500 companies reporting. 
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year, as discretionary spending like restaurants, appliances 
and clothing has accelerated sharply. Higher after-tax earnings 
have also helped further support a rise in prime age labor force 
participation, which along with higher expected productivity 
growth, could enable trend growth in the U.S. to move higher. 

INVESTMENT SUMMARY

Currently healthy fundamentals for consumer spending and 
a robust U.S. corporate sector with growing earnings and 
shareholder friendly actions keep us optimistic on U.S. equities 

and relatively cautious on fixed income investments. However, 
investors should monitor the likely deterioration in the fiscal 
health of the federal government (the Congressional Budget 
Office estimated in April that the Act would contribute $1.85T 
to the deficit from 2018-2028). The key question is can tax 
reform deliver greater prosperity by enabling the U.S. economy 
to breakout from a nearly decade-long pattern of weak growth 
through a rise in labor force participation and productivity 
improvement? If so, investors will be cheering for longer than 
anyone currently expects. 

GLOBAL MARKET VIEW 

MACRO STRATEGY (Continued)

“AMERICA FIRST”? FOREIGN INVESTORS AGREE

Joseph P. Quinlan, Head of CIO Market Strategy

Lauren J. Sanfilippo, Vice President and Market Strategy Analyst

Despite Washington’s antagonistic posture towards the 
rest of the world, notably traditional trading partners and 
allies, foreign investors—the folks with capital—have shown 
no inclination to avoid the United States. To the contrary: 
According to the latest Flow of Funds data from the Federal 
Reserve, foreign ownership of U.S. securities (specifically: 
Treasuries, government agency bonds, corporate bonds and 
U.S. equities) hit a record high of $18.3 trillion in the second 
quarter of this year. Foreign ownership of U.S. securities has 
increased 97% since the start of the financial crisis (Q3 2008) 
and surged more than four-fold since the start of the century 
(Exhibit 2). 

Exhibit 2: Foreign Ownership of all U.S. Securities.
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U.S. assets remain among the most attractive in the world. 
According to the latest figures, foreign holdings of U.S. 
Treasuries and U.S. equities are presently at or near record 

highs. Foreign investors owned some $6.3 trillion in U.S. 
Treasuries at the end of the second quarter of 2018, up 2.3% 
from the prior year, with yield-hungry investors from China, 
Japan and Europe the primary buyers. Reaching for more 
yield, foreign demand for U.S. equities surged 15.3% from the 
same period a year ago, totaling $7.3 trillion. That is a record 
high and solid evidence that foreign investors, rather than 
pull back, have taken the combative/unpredictable rhetoric of 
Washington in stride, much like U.S. investors. 

Notably, foreign investors, like U.S. investors, have continued 
to reallocate funds towards U.S. equities versus U.S. 
Treasuries, with foreign holdings of equities some 16% 
larger than Treasuries in the second quarter, a record spread 
between the two asset classes. As highlighted in Exhibit 3, 
the preference for equities over Treasuries among foreign 
investors has shifted markedly over the past few years. That 
marks a historic shift—and one that has helped power U.S. 
equities to new highs this year.

Exhibit 3: Foreign Ownership of all U.S. Securities.
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Long term, we believe the growing attractiveness of U.S. 
equities among foreign investors is a secular trend and in the 
middle stages, with plenty of future upside. Not lost on foreign 
investors is this: The U.S. remains among the strongest 
economies in the world. It has also clearly emerged as the 
most competitive and innovative economy in the world in the 
post-crisis era, with U.S. companies global champions in a 
number of key sectors, ranging from agriculture to aerospace, 
to e-commerce to e-health. According to the World Economic 
Forum’s latest competitive rankings, the U.S. ranked second, 
neck-in-neck with number one Switzerland. Against this 
backdrop, it is little wonder that the U.S. remains a magnet for 
foreign capital. 

Exhibit 4 highlights the strong preference of foreign investors 
for U.S. equities over the past few years. Since the beginning 
of the bull market (or the first quarter of 2009), foreign 
ownership of U.S. equities has soared over 325%, rising from 
$1.7 trillion in the first quarter of 2009 to $7.3 trillion in the 
second quarter of this year. Over the same period, foreign 
ownership of U.S. Treasuries rose 84%, while demand for 
corporate bonds increased 64%. In contrast, foreign ownership 
of government agency bonds dropped noticeably, by 22%.

Exhibit 4: Change in Foreign Ownership of U.S. Securities 
Since Beginning of Bull Market.
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Exhibit 5 shows the year-over-year increase in foreign 
ownership of various U.S. assets in the second quarter 
of 2018. Ownership of U.S. equities rose by 15%, while 
Treasuries were also up 2%. Meanwhile, foreign ownership 
of U.S. corporate bonds slipped 1%, while ownership of 
government agency bonds were up nearly 4%.

Exhibit 5: Foreign Investors Diversify Interest in U.S. Assets, 
Q2 2018. 
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All tallied, foreign demand for U.S. securities remains healthy. 
That is the good news. The more worrisome news is the flip 
side of this dynamic: that foreign investors play a critical 
role in U.S. capital markets. Note from Exhibit 6 that foreign 
investors own roughly 37% of marketable U.S. Treasuries 
and are significant holders of U.S. equities (18%). Meanwhile, 
foreigners account for nearly 36% ownership of U.S. corporate 
bonds, a significant stake that can be market-moving.

Exhibit 6: Percent of U.S. Securities Held by Foreigners.
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Against this backdrop, anti-trade rhetoric and the rising mood 
of isolation in the U.S. could come at a cost at a future date, 
i.e., less capital inflows for a nation deep in debt and about to 
go further in debt as fiscal spending ramps up in Washington. 
U.S. political rhetoric about building walls, imposing tariffs and 
curtailing immigration flows is the last thing a low-saving, large 
debtor nation like the U.S. should be thinking or spouting off 
about. A potential trade war with either China or Japan risks 

GLOBAL MARKET VIEW (Continued)
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THOUGHT OF THE WEEK 

alienating America’s two largest creditor nations, with both 
nations holding over $1 trillion each in U.S. Treasuries alone. 

That said, a significant swoon in capital inflows is not our base 
case because on a relative and absolute basis, the U.S. remains 

among the most attractive nations in the world for investors. 
For now, foreign appetite for U.S. securities remains robust, 
notably among U.S. equities. Foreigners continue to buy into 
“America First.” 

THE UNLIKELY OIL SUPERPOWER

Kirsten Cabacungan, Analyst, Chief Investment Office 

In the late 1960s and early 1970s, the U.S. was the largest 
global producer of crude oil according to the Energy 
Information Administration’s (EIA). However, in the subsequent 
decades, production dropped and it was dethroned by Saudi 
Arabia and Russia. The lastest projections by the EIA estimate 
that the United States has likely surged ahead once again 
to become the largest crude oil producer. In mid-September, 
the four-week average for U.S. crude oil production hit a 
record high at nearly 11 million barrels per day, surpassing the 
forecasts for Russia and Saudi Arabia. It’s been a dramatic rise, 
but not without its challenges.

Following the mid-2014 sharp fall in oil prices, U.S. oil 
producers cut costs and temporarily curtailed production. 
The downturn served as the impetus for more disciplined 
capital deployment and accelerated innovation. As prices 
stabilized, capital expenditure gradually picked up with BofA 
Merrill Lynch (BofAML) Global Research estimating that 
spending more than doubled from $40 billion in 2016 to 
$100 billion in 2018. Productivity also rose as U.S. producers 
reduced drilling time by about two-thirds relative to 2014. 
This growth in production, however, comes with some 
qualifying details. Roughly half the total of U.S. upstream 
capital expenditure comes from one major basin, the Permian, 
according to BofAML Global Research. Going forward, other 
major basins may see greater capital expenditure as U.S. oil 
production companies redirect assets while infrastructure 
constraints hamper the Permian. Pipeline takeaway capacity 
is the greatest obstacle for producers, but additional pipeline 
capacity is expected to come online in 2019–2020. 

As production rises over time, the U.S. should rely less on 
foreign oil, making its economy more resilient to external 
geopolitical shocks. According to the EIA, U.S. exports of crude 
oil are also surging, rising by 80% in the first half of 2018 
from the same period last year, with most of the oil being sent 
to parts of Asia and Europe. However, this increase in U.S. 
production and exports has not been able to offset the rising 
global demand and production cuts by Organization of the 
Petroleum Exporting Countries and Russia and lower supplies 
from producers like Venezuela. It is likely, therefore, that the 
upward pressure on oil prices continues through the rest of 
the year. 

Exhibit 7: The U.S. Continues on its Path to Energy 
Independence.
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Asset Class Weightings (as of 7/11/18)

Negative Neutral Positive

Global Equities

U.S. Large Cap Growth

U.S. Large Cap Value

U.S. Small Cap Growth

U.S. Small Cap Value

International Developed

Emerging Markets

Global Fixed Income

U.S. Governments

U.S. Mortgages

U.S. Corporates

High Yield

U.S. Investment Grade 
Tax Exempt

U.S. High Yield Tax Exempt

International Fixed Income

Alternative Investments* see CIO Asset Class Views

Hedge Funds

Private Equity

Real Assets

Cash We are neutral

*  Many products that pursue Alternative Investment strategies, 
specifically Private Equity and Hedge Funds, are available only to 
pre-qualified clients.

Source: Bloomberg, Factset. 1 Bloomberg Barclays Indices. 2 Spot price returns. All data as of the 9/28/18 close. Past performance is no guarantee of future results.

Economic and Market Forecasts (as of 9/28/18)
Q1 2018A Q2 2018A Q3 2018E 2016A 2017A 2018E 2019E

Real global GDP  
(% y/y annualized) – – – 3.1 3.8 3.8 3.7

Real U.S. GDP  
(% q/q annualized) 2.2 4.2 3.4 1.6 2.2 2.9 2.7

CPI inflation (% y/y) 2.3 2.6 2.6 1.3 2.1 2.5 2.3

Core CPI inflation  
(% y/y) 1.9 2.2 2.3 2.2 1.8 2.2 2.4

Unemployment rate(%) 4.1 3.9 3.8 4.9 4.4 3.9 3.4

Fed funds rate,  
end period (%) 1.63 1.88 2.13 0.63 1.38 2.38 3.13

10-year Treasury,  
end period (%) 2.74 2.86 3.15 2.44 2.41 3.25 3.35**

S&P 500, end period 2641 2718 – 2239 2674 3000 –

S&P earnings ($/share) 37 40* 40 118 132 162 172

U.S. dollar/euro,  
end period 1.23 1.17 1.12 1.05 1.20 1.14 1.20

Japanese yen/U.S. dollar, 
end period 106 111 114 117 113 112 105

Oil ($/barrel),  
end period 65 74 70 54 60 70 711

Figures represent economic and market data and forecasts provided by BofA Merrill Lynch Global Research.
Past performance is no guarantee of future results. There can be no assurance that the forecasts will be 
achieved. Economic or financial forecasts are inherently limited and should not be relied on as indicators of future 
investment performance.
A=Actual  / E=Estimate  / *Estimate for Q2 2018  / **Estimate for Q2 2019.
1 Forecast represents a period average
Sources: BofA Merrill Lynch Global Research; Global Wealth & Investment Management Investment Strategy 
Committee.

Fixed Income1 

Total Return in USD (%)
Current WTD MTD YTD

Corporate & Government 3.40 0.2 -0.7 -1.8

Agencies 3.02 0.1 -0.4 -0.5

Municipals 2.86 0.2 -0.6 -0.4

U.S. Investment Grade Credit 3.46 0.2 -0.6 -1.6

International 4.07 0.2 -0.4 -2.3

High Yield 6.24 0.2 0.6 2.6

Current
Prior  

Week End
Prior  

Month End
2017 

Year End
90 Day Yield 2.14 2.14 2.06 1.32

2 Year Yield 2.82 2.80 2.63 1.89

10 Year Yield 3.06 3.06 2.86 2.41

30 Year Yield 3.21 3.20 3.02 2.74

Commodities & Currencies
Total Return in USD (%)

Commodities Current WTD MTD YTD
Bloomberg Commodity 176.31 1.0 1.9 -2.0

WTI Crude $/Barrel2 73.25 3.5 4.9 21.2

Gold Spot $/Ounce2 1,192.50 -0.5 -0.7 -8.5

Currencies Current
Prior  

Week End
Prior 

Month End
2017 

Year End
EUR/USD 1.16 1.17 1.16 1.20

USD/JPY 113.70 112.59 111.03 112.69

USD/CNH 6.88 6.85 6.85 6.51

MARKETS IN REVIEW

S&P 500 Sector Returns

-0.7%

-1.5%

-1.7%
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-4.4%

1.1%
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0.6%

-5% -4% -3% -2% -1% 0% 1% 2%

Communication Services

Healthcare

Information Technology

Energy

Consumer Discretionary

Utilities

Real Estate

Industrials

Consumer Staples

Financials

Materials

Equities
Total Return in USD (%)

Current WTD MTD YTD
DJIA 26,458.31 -1.1 2.0 8.8

NASDAQ 8,046.35 0.8 -0.7 17.5

S&P 500 2,913.98 -0.5 0.6 10.6

S&P 400 Mid Cap 2,019.55 -1.0 -1.1 7.5

Russell 2000 1,696.57 -0.9 -2.4 11.5

MSCI World 2,184.01 -0.6 0.6 5.4

MSCI EAFE 1,973.60 -0.9 0.9 -1.4

MSCI Emerging Mkts 1,047.91 -0.3 -0.5 -7.7
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The investments discussed have varying degrees of risk. Some of the risks involved with equities include the possibility that the value of the stocks may fluctuate in 
response to events specific to the companies or markets, as well as economic, political or social events in the U.S. or abroad. Bonds are subject to interest rate, inflation 
and credit risks. Investments in high-yield bonds may be subject to greater market fluctuations and risk of loss of income and principal than securities in higher rated 
categories. Investments in foreign securities involve special risks, including foreign currency risk and the possibility of substantial volatility due to adverse political, 
economic or other developments. These risks are magnified for investments made in emerging markets. Investments in a certain industry or sector may pose additional 
risk due to lack of diversification and sector concentration. Investments in real estate securities can be subject to fluctuations in the value of the underlying properties, 
the effect of economic conditions on real estate values, changes in interest rates, and risk related to renting properties, such as rental defaults. There are special risks 
associated with an investment in commodities, including market price fluctuations, regulatory changes, interest rate changes, credit risk, economic changes and the 
impact of adverse political or financial factors. Income from investing in municipal bonds is generally exempt from federal and state taxes for residents of the issuing 
state. While the interest income is tax exempt, any capital gains distributed are taxable to the investor. Income for some investors may be subject to the federal 
alternative minimum tax (AMT).
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INDEX DEFINITIONS
Securities indexes assume reinvestment of all distributions and interest payments. Indexes are unmanaged and do not take into account fees or expenses. It is not 
possible to invest directly in an index.
Indexes are all based in dollars.
S&P 500 Index includes a representative sample of 500 leading companies in leading industries of the U.S. economy. Although the index focuses on the large-cap segment of the 
market, with approximately 75% coverage of U.S. equities, it is also an ideal proxy for the total market.


