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“Hot” refers to the U.S. economy and the U.S. stock market! Most stock market and 
economic indices are at, or near, all-time highs. Fed Chairman Powell says this is almost 
“too good to be true,” and the past green bull market periods in the chart below tell us our 
current bull market may have years to run. Times are hot, and we like it that way! 
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The labor market is Hot! Full employment leads to Consumer Confidence, a strong stock 
market, upward wage pressure and inflation (CPI lower chart). Unemployment claims are 
about the same today as in 1970, with a 50% greater population.  
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Consumer Confidence is near an all time high and the stock market reflects that 
confidence. The last time Consumer Confidence was at or near today’s level, REAL GDP 
remained over 4% for years (lower chart) which helps keep budget deficits under control! 
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KCM chart/ Bloomberg data 

Corporate profits are at an all-time high, and importantly, the trend line is still moving 
upward (upper chart). Lower chart essentially shows that every time the yield curve has 
inverted, we went into a recession. We still have a positive curve but need to pay attention! 
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KCM chart/ Bloomberg data 

The stock market is near an all time high, nonetheless current valuations are not as 
stretched as they were at past market peaks. Interest rates are lower and possibly more 
importantly, there is less leverage in the Financials than in 2000 or 2007, greatly reducing 
the risk of a market blow up.  
 

The Federal Open Market Committee (FOMC) believes the current “hot times” can 
continue and we agree. The statutory mandate for the Federal Open Market Committee is 
to “seek to foster maximum employment and price stability,” currently it looks like they 
are doing just that! The minutes from their August meeting and KCM’s charts (page 2) 
point out that the labor market has continued to strengthen. The committee predicts 
unemployment will remain “under 4% through 2020.” They also say that, “Economic 
activity has been rising at a strong rate,” while inflation remains relatively low. Their 
expectations for longer-term inflation are little changed, expecting it to be about 2% 
through 2020. Chairman Powell points out that we are living in “extraordinary 
times,” almost “too good to be true.” Recognizing a hot and “rising” economy the 
FOMC raised the Fed Funds rate to 2%-2.25%. They, and we, expect further, 
gradual, Fed Funds increases reflecting their attempt to balance the inevitable risks 
that come with their expected “sustained expansion of economic activity and strong 
labor market conditions.” 
 

The FOMC’s “Dot Plot” (right) 
shows their expected gradual 
increase to about 3.4% in 2020 
and keeps it there for about a 
year. The Fed Funds Futures 
market differs, predicting a peak 
rate of about 2 75% in two years.  

Peak 2000 Peak 2007 Bottom 2009 CY 2015 CY 2016 CY 2017 Current

12 Months Ending 3/31/2000 9/28/2007 3/31/2009 12/31/2015 12/31/2016 12/31/2017 10/2/2018

Price/Earnings 28.91 17.10 14.38 18.79 20.56 21.74 21.18

Price/Cash Flow 17.08 20.06 5.18 10.76 12.30 14.69 13.84

Price/Sales 2.25 1.64 0.82 1.84 1.98 2.20 2.28

Price/EBITDA 10.74 6.92 5.15 10.44 10.62 11.48 12.09

Price/Book Value 4.98 2.91 1.80 2.77 2.93 3.27 3.54

EV/Sales 2.95 2.61 1.17 2.15 2.31 2.54 2.60

EV/EBITDA 14.11 11.04 7.32 12.17 12.40 13.24 13.74

Dividend Yield 1.10 1.82 3.59 2.15 2.09 1.89 1.79

Leverage Ratio-Lehman 35.50 32.00

Leverage Ratio-Goldman 24.80 28.40 19.00 11.46 11.47 12.69 13.14

Ten Year Treasury Bond Yld 6.00 4.59 2.66 2.27 2.44 2.41 3.05

S&P 500 - Valuation
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Rising interest rates mean declining bond prices, so we need to carefully analyze how to 
position our fixed income investments. The above graph illustrates today’s Treasury bond 
yields and KCM’s prediction in two years with Fed Funds at 3.4%. The yellow line and 
right-hand scale predict your total return for the next two years. Clearly, if we are going 
to invest in the U.S. Treasury market, we need to own short-term bonds. 
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The lower chart on the previous page illustrates our projected returns for corporate bonds 
in our expected rising interest rate environment. Note that the yellow dots project a 
relatively flat total return, but common sense tells us that the risk to our interest rate 
prediction is to the upside, given our very hot economy. So, we choose to “ladder” 
maturities out to about five years, minimizing duration risk while potentially 
capturing the same total return as investing in slightly higher yields with 
considerably greater duration risk.  

 

 
KCM chart/ Bloomberg data 

Treasury bonds and Corporate bonds are not “callable,” while municipal bonds with 
maturities greater than ten years are callable. This changes how we invest in the municipal 
bond market. The above chart illustrates that the “sweet spot” for investing in municipal 
bonds starts at about twenty years to maturity, very different than investing in Treasury 
or corporate bonds. The difference is that the twenty-year maturity bond is callable in ten 
years or less. To assure the bond is called, we only buy municipal bonds with a high 
coupon, 5% or higher.  A municipal bond with a twenty-year maturity, a 5% coupon 
and 10 years to its call date gives an investor a yield-to-call of ~3.25% with a better 
risk/reward (illustrated by the yellow dots) than investing in shorter bonds with 
maturities out to ten years or so. This has been and remains our single best idea for 
fixed income investors who seek tax exempt income. 
 

 
Jay Kellett, Founder & CEO, and your KCM Team 
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This material has been prepared by KCM Investment Advisors LLC based on publicly 
available information, internally developed data and other third-party sources believed 
to be reliable. KCM Investment Advisors LLC has not sought to independently verify 
information taken from public and third-party sources and does not make any 
representation as to the accuracy, completeness or reliability of the information 
contained herein.   This material is presented solely for informational purposes and 
nothing herein constitutes investment, legal, accounting or tax advice, or a 
recommendation or solicitation to buy, sell or hold a security. No recommendation or 
advice is being given as to whether any investment or strategy is suitable for an investor. 
It should not be assumed that any investment in securities, companies, sectors or 
markets identified and described were or will be profitable. Actual investments or 
investment decisions made by KCM, whether for its own account or on behalf of clients, 
will not necessarily reflect the views expressed in this document.  Since economic and 
market conditions change frequently, there can be no assurance that the trends 
described here will continue or that any forecasts are accurate. 

 


