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GRIDLOCK
UNDER ONE PARTY

- By Curren Webb

FED Changes 
Their Game 
Plan

 This year the market has been off to a great 
start.  The indexes hit new highs with the Dow 
crossing 21,000 for the first time.  All sectors 
performed positively in the first quarter 
with the exception of Energy.  However, 
that is really not that much of a surprise as 
Energy was one of the hot sectors in 2016.  A 
temporary breather there makes some sense.

Economically speaking by the end of the first 
quarter of 2017:
•      Unemployment had dipped to 4.5%;

• New single family home sales were up 15.6% compared to March 2016;
• Existing home sales were up 5.9% compared to March 2016;
• Retail sales were up 5.2% compared to March 2016;
• Both the ISM Manufacturing and ISM Non-Manufacturing Indexes showed   
 continued expansion; and
• Interest rates remained low with the Federal Reserve being very measured about 
 their policy going forward (See “Fed Changes Their Game Plan” by Thomas Kerins).

Of course, keep in mind not everything can be sunshine and roses forever.  We would 
not be surprised to see a short-term pullback in the near future since normal markets 
experience a 10% correction somewhat regularly.  Of course, if that were to happen 
now, the media would probably forget that 10% is relatively normal and instead hype 
it up as a 2100 point drop on the Dow, noting (perhaps emphasizing) that it is the 
biggest since the Recession (Oh my).  (see “The Dow - A Meaningless Index” by Deb 
Hendrickson).

So, what might cause such a correction?  It’s always hard to say what the trigger will 
be, but one possibility is policy uncertainty at the Federal level.  Markets don’t like 
risk or uncertainty; and so when Trump and the Republicans won the elections in 
November, investors thought uncertainty would be drastically reduced.  Investors 
thought they knew what to expect from the government.  Health Care Reform, Repeal 
and Replace, or whatever you want to call it, would sail through; tax reform would be 
easy and quick; over-burdensome regulations would be undone; and the Republican 
Party would do it all in 100 days and finish with a grandiose version of Kumbaya on 
the White House Lawn.

However, reality has turned out to be somewhat different than this expectation.  
Instead, the party that campaigned against Obamacare since 2010 failed to pass a 
plan.  Also, tax reform proposals are only recently seeing the light of day with some 

Dear Friends,
 If you have been following my articles 
over the past year about the Fed and their 
dilemma with interest rates, you’ll know 
that I’ve been critical of the situation they 
had created for themselves.  They had 
worked very hard to keep interest rates 
low in order to relieve some of the pressure 
from the housing market crash and the en-
suing recession of 2008-2009.  Their efforts 
were quite successful, bringing both long-
term and short-term interest rates to levels 
not seen since the 1920’s, the period of the 
last “Great Depression”.
 You might say, however, that they were 
actually a bit too successful.  The extremely 
low interest rates that came to prevail in the 
economy discouraged banks from making 
loans. Credit, then, dried up for nearly all 
borrowers who had less than a sterling sil-
ver credit history.  Sure, rates were low, but 
almost no one could borrow at these low 
rates.  At the heart of the problem was the 
yield curve – the spread between long-term 
interest rates and short-term interest rates.  
Banks borrow at the short end and lend at 
the long end, so the spread is where banks 
make their profits on loans.  The workings 
of the Fed had caused that gap to narrow 
significantly.  Hence, bank profits on loans 
were minimized and therefore they were 
not anxious to make many new loans.  The 
lack of available credit is a major reason 
why the growth in the U.S. economy has 
been so mediocre these past eight years.
 The Fed knew that they eventually had 
to start increasing overall interest rates.  



FED Game Plan continued

This was both to give banks an encouragement to lend again 
and also to give themselves some “maneuvering room” to low-
er rates again should the U.S. economy face another recession.  
But, how to achieve this?
 The preferred instrument of the Fed to affect interest rate 
changes is known as the Fed Funds Rate.  This is the rate that 
the Fed sets for banks to use when they lend excess reserves 
to each other.  These are the shortest of short-term rates, often 
used for “overnight” loans.  However, if these rates are higher, 
banks are less willing to borrow from other banks and use the 
assets to make loans.  So, the Fed faced a dilemma.  If they 
raised the Fed Funds rate that would increase rates only at the 

short end of the yield curve.  That would actually cause the 
yield curve to flatten out even more, narrowing the spread 
between the long-term and the short-term rates and causing 
banks to realize even less profit on loans.  So, this alone would 
not provide a solution to the low availability of credit.
 I have argued for years that any solution to the credit co-
nundrum must affect both the short end and the long end of 
the yield curve simultaneously.  Rates must rise overall, yes, 
but the spread between the two must NOT narrow, but actu-
ally widen.  Easier said than done.
 The level of long term interest rates is very much outside 
the direct control of the Fed.  They are set, pretty much, by 
the bond markets worldwide.  The interaction of the supply 
and demand for government bonds (both U.S. and foreign) 
basically determines what the long-term interest rates will be 
in each country.  If the demand for the U.S. Treasury bonds is 
high, that will drive up the price of the U.S. bonds and drive 
down their yield (their effective interest rate).  Conversely, if 
demand is weak prices will fall and rates will rise.  This would 
bring about the ideal situation for the Fed.
 How, then, could they weaken demand for U.S. bonds?  

This will be very difficult as the worldwide appetite for U.S. 
bonds is voracious.  U.S. bonds sport some of the highest in-
terest rates on the planet by a long shot.  German Bunds are 
paying .37%, Japanese Treasuries .01%, and the UK 1.1% while 
the U.S. is at 2.3%.  It is unlikely that rates will rise much in 
Europe or Asia any time soon as both regions are struggling 
with even lower economic growth rates than the U.S.
 As an economist, I know that the interaction of supply and 
demand determines prices.  I have argued for over a year that 
the way out of this dilemma for the Fed is to ignore the de-
mand side of the bond market (which they can’t control) and 
work on the supply side.  In effect, they must SELL bonds.  The 
Fed holds literally trillions of dollars worth of U.S. Treasury 
bonds in their inventory.  They bought them up from banks at 
the start of the last recession to give banks more cash to lend.  
Up until now, the Fed has been simply allowing these bonds 
to mature and then using the proceeds to purchase more 
bonds.  Last month, however, in a profound statement (given 
very little press coverage) the Fed announced that they would 
not only cease their rebuying from the matured treasuries, but 
they would also be entering the bond market to gradually sell 
a portion of their bond inventory.  Their ultimate goal will be 
to drive down the price of U.S. Treasuries thereby increasing 
long-term U.S. rates while concurrently raising short-term 
rates via the Fed funds rate.
 So, the game is afoot.  The Fed will be working to move 
our Yield Curve higher overall and widen the spread between 
short and long rates while foreign investors flock to our shores 
in search of higher yields pushing our rates back down.  It will 
take extremely deft handling on the part of the Fed to return 
our interest rates to their long-term averages and widen the 
spread on the Yield Curve.  You can monitor their progress 
along with me at www.treasury.gov and look for “Daily Trea-
sury Yield Curve Rates”.  Compare the difference between the 
3 mo. yield and the 10 year yield.  That is the measure of the 
Yield Curve.  If they can pull this off we should have a healthy 
economy for years to come.
 It’s going to be an interesting year!
 Feel free to contact us with any questions.

Respectfully Yours,

Thomas P. Kerins
Investment Advisor Representative 



Republicans being less than enthusiastic about it.  Looks like 
gridlock is alive and well.

Gridlock under one party – how can this be?  Well, believe 
it or not, our Constitutional Authors actually intended this.  
They believed government could be oppressive and so they 
designed a system where the elected leaders would be so busy 
fighting each other, they wouldn’t have time to unite and 
oppress the people. 

Fast forward to today and the answer to how this can happen 
is quite simply that Republicans in California and Maryland 
are different than Republicans in Texas and Kentucky.  Some 
Republicans come from “safe seats” which will vote Republican 
no matter what happens, while many (approximately 50) 
Republicans are from “swing” districts which have no problem 
switching between Republican and Democrat based on 
whether they believe their Representative is representing them 
or the party.  

Those swing district Republicans have no desire to follow the 
footsteps of the Democrats they replaced in 2010.  Back then, 
the US had been in a recession in 2008-2009 and President 
Obama and the Democrats spent two years working on the 
Affordable Care Act.  Instead of being viewed as disunited 
because it was taking so long, they were perceived (rightly 
or wrongly) as being united in ignoring the economy and 
unemployment.  Many voters in the swing districts believed 
that their Democrat representatives were more concerned 
about passing President Obama’s agenda and putting the 
Democratic Party ahead of them and so they switched who 
represented them.  

The swing district Republican officeholders are keenly aware 
of who their constituents are and they are trying to represent 
them.  Over the last few years, most people forgot they were 
there, because the Republicans from the “safe” seats got all the 
media attention.  Whether they operated under the banner of 

 The Dow Jones Industrial Average (Dow) is a poorly con-
structed index.  It is too narrow in scope and is “price-weight-
ed”.  We prefer to use the Standard & Poor’s 500 (S&P 500) 
index rather than the Dow index when we talk about portfolio 
performance. 
 Both of these indexes are used by investors to determine 
the general trend of the U.S. stock market. However, there are 
major differences between these two indexes; the Dow in-
cludes a price-weighted average of 30 stocks whereas the S&P 
500 is a market value-weighted index of 500 stocks.

DOw
• The Dow is comprised of just 30 of the largest and most 
reputable companies in the U.S. across a range of industries 
except for transport and utilities. The criteria for a company 
to get on the Dow is vague; the companies are leaders in their 
industry and very large.  However, the overall stock market is 
comprised of over 5,000 companies, so 30 companies is a very 
narrow cross section.

• It is the oldest market gauge and as such, gets the most 
attention in news headlines.  However, one should consider its 
lack of breadth.  The Dow’s 30 stocks are a small subset of U.S. 
equities. Industrials represent over 22% of the index which 
would have made sense historically but not as much today in 
our service-led economy.

• The biggest flaw is that it is price-weighted, which means 
movements are influenced most by stocks with higher share 
prices.  Today, Goldman Sachs is the most influential stock in 
the index.  Does that make sense?  This also means that every 

time a stock either splits or pays a dividend, the index is al-
tered.  Splits and dividends have occurred thousands of times 
since the index was constructed in 1890.  Even today, the Dow 
index isn’t anything like it was just 20 years ago.

S&P 500
• The S&P 500 is comprised of 500 large companies from 
a wider range of industries, with selection based on specific 
criteria.

• It is more encompassing as it includes a greater sample of 
total U.S. stocks and as such offers a broader range of sector 
representation.

• It is calculated by giving weights to each stock according 
to their market value; regardless of stock price.  A percent-
age change will be reflected the same on the index.  Therefore, 
comparisons over time are meaningful unlike the Dow which 
changes constantly.

• For all of these reasons, the S&P 500 is a more relevant 
index to use for comparison.

The DOw - 
A Meaningless Index
               - By Deb Hendrickson

Gridlock continued
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the “Tea Party” or the “Freedom Caucus”, the Republicans from 
the “safe” seats were the ones who got the television interviews, 
held up negotiations with Obama, and forced Speaker Boehner 
to resign. 

So, when the Health Care bill came out this year and the 
Freedom Caucus opposed it, everyone scratched their heads.  
Why would the leadership present a bill the members don’t 
support?  Answer, the more numerous moderate Republicans 
from the swing districts did support it (originally).  And, since 
bills only get passed by getting votes, the bloc with the most 
votes had the most influence.  This is why President Trump took 
the Freedom Caucus to task, saying they needed to get on board, 
or he might work with Democrats to get something done.  It 
annoyed a big chunk of his base, but he recognized that even 
if you get all 30 Freedom Caucus members on board, you can’t 
get something passed when 218 or more other House Members 
oppose the same bill.

So, will this gridlock problem go away?  Hopefully not, as 
gridlock helps to ensure that policies reflect the will of the people 

rather than the will of a party.  The Founders wanted a system 
that would move so slowly, that the only way something would 
pass was if most of the nation demanded it.  Will the Republican 
Party and Trump get anything done?  Yes, but it’s going to take 
time and will probably result in some public battles.  This, in 
turn, will create the uncertainty that markets don’t like.  So, be 
ready to buy on the dips.

In the end, though, we will most likely see more graduated, 
compromised policies.  Even now as I write this, a compromise 
has been reached between a Moderate Republican and the 
Freedom Caucus.  Again, at the time I write this, it remains to 
be seen whether the Moderate Republican has the support of all 
the other Moderate Republicans, but the fact that these two bloc 
leaders are able to come up with a compromise gives hope that 
the final result will be a policy that works for the nation at large.  
Time will tell if that will be true. 

So, gridlock under one party?  Completely normal, intended by 
our nation’s Founders, and should be a surprise to now one.

Gridlock continued


