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We are entering the 104th month of economic expansion amidst the second longest bull market on record in the United States. With profit 
margins already at record highs, it is not as if Corporate America was starving for further stimulus. Still, the solidification of long-awaited 
corporate tax reform in early December was fuel for the late-year rally as stocks soared into 2018 riding a wave of newfound optimism.  

With hardly a speed bump in the road last year, twice burned investors have started to warm up to the bull market at long last. Equity allocations 
are approaching multi-decade highs and momentum has rarely been stronger. Such strong momentum in prices and fundamentals is why we 
remain optimistic as we enter 2018. Valuation concerns seem valid on the surface, but the health of the economy and corporate earnings remain 
the more relevant factors in our expectations. 

On the fixed income front, 2018 could be a turning point for this rate cycle. While interest rates have remained low on the over 10-year maturity 
range, the short to intermediate end of the curve has quietly but quickly moved to 9-year highs. If the Fed proceeds with their three planned 
rate hikes this year, it means that either the yield curve flattens/inverts, or that all rates move higher from current levels. With strong equity 
performance, headwinds for bonds could test risk management principles for investors in what is likely a later phase of this market cycle.    

Tax Reform Boosts Sentiment & Earnings 
The surge in business and investor sentiment that has come with the Trump administration over the past 15 months has been remarkable. The 
business-friendly combination of de-regulation and tax reform has undoubtedly fueled the magnitude of this late cycle rally.  

The importance of this recent tax bill cannot be overstated. As Warren Buffett recently commented, the value of businesses received a 20% 
increase (from 65% to 79% profit retention) for shareholders overnight. As of this writing, the average Wall Street forecast calls for ~18% 
growth in S&P 500 earnings in 20181 with roughly half of that coming from the new effective tax rates. Even if some of this was “priced in” 
last year, a large selloff in stocks in a year in which profits are growing at mid-to-high double digit rates is, in our opinion, a very low probability 
absent an unexpected shock to the economy.  

Repatriation of overseas cash was also a layup that should have been addressed long ago. And while many companies will use repatriated cash 
to boost dividends and buybacks (a windfall for shareholders still), several have chosen to invest those excess funds into jobs and capital 
expenditures. Apple, the largest of the cash hoarders, recently announced plans to invest $350 billion into the U.S. economy over the next five 
years while building a new campus and creating an estimated 20,000 jobs with repatriated cash2. 

 
 

Inflation Threats Start to Surface 
The combination of low global growth and suppressed interest rates over the past 10 years has kept inflation below or at the Fed’s 2% target. 
This low level of inflation despite record fiscal deficits and historic monetary accommodation has supported prices on both stocks and bonds. 
It is a little premature to say that this is going to abruptly change in 2018, but we do see 
indications of inflation percolating and this could eventually have investment 
implications.   

Commodities, for one, have been a deflationary tailwind with the Bloomberg Commodity 
index falling nearly 80% from peak (2008) to trough (2015).  Even with two up years and 
a strong finish in 2017, the index remains 60% below it’s 2008 peak and has returned 
nothing since 2003. Commodities over time make more money for traders than they do 
for investors, but cycles can be very pronounced for tactical opportunities. As of now, the 
relative value of stocks (S&P 500) vs. the Goldman Sachs Commodity Index (GSCI) is 
approaching levels seen only twice before. So while many metals rallied in the last few 
months of 2017, this could very well just be the start of a multi-year trend higher for the 
commodity complex.  

Employment gains have started to slow, as they should with an unemployment rate 
hovering around 4%, and wage inflation is only a matter of time with employment seemingly saturated. The producer price index has also 
moved higher in recent readings, which is a leading indicator for consumer prices. With higher interest rates, higher commodities/input costs, 
and potentially higher wages, inflationary pressures could start to finally gain steam in 2018.  
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Start of a New Cycle for International Stocks? 
Much of last year’s outperformance of international stocks, including emerging markets, was driven by the weakness of the U.S. dollar, which 
declined over 10% in 2017. So even though earnings grew at a healthy rate and international equities outperformed, we believe the relative 
discount offered by ex-U.S. equities remains a long-term opportunity.  

Like many facets of investing, the performance of U.S. stocks vs. the 
rest of the world often trends in long-term cycles. The U.S. outperformed 
international stocks by nearly 90% cumulatively from the early onset of 
this economic recovery up until last year. In the preceding 7 years, 
international stocks had outperformed U.S. stocks by a cumulative 60%.  

Europe has recently surprised to the upside with a multitude of economic 
readings, including industrial output at multi-decade highs. And while 
earnings growth accelerated last year, the base from which corporate 
profits are growing has only recently surpassed pre-cycle highs from 
2007, while U.S. profit levels are some 50% higher. Add to it one of the 
largest relative discounts vs. U.S. stock valuations over the last 20 years 
and you have a twofold opportunity for relative performance, price & 
earnings. 

Specific to the emerging market segment of the international sector, the 
story is even better. Even though growth has slowed from the early 2000’s, emerging market nations will still comprise an estimated ¾ of 
overall global GDP growth this year while making up less than10% of the global equity market capitalization. The price-to-earnings ratio of 
the MSCI Emerging markets index is ~13x while the average S&P 500 stock commands a multiple of nearly 19x earnings. That remains a 
large discount relative to history even with the recent rally.   

Momentum Trumps Valuation…For Now 
The current momentum underlying price trends in the S&P 500 index has rarely been stronger. Intuitively, one would assume such overbought 
conditions would be a recipe for poor subsequent equity returns. Yet, history indicates that this level of momentum is more indicative of strong 
equity returns 12, 24 and 36 months hence.  

The relative strength index (RSI) of the S&P 500 has only been above 85 on 1% of weeks dating back to the 1930’s, and the average returns 
over the subsequent 12 and 24 months were 17.5% and 37.7%3. History doesn’t always repeat itself, but it often rhymes as it relates to 
investment cycles and there is often a gap between such healthy momentum and the peak of a market cycle.  

Diversification still makes sense for managing to the unknown risks, but we feel comfortable with the health of the market through the first 
half of this year. As momentum cools and investors start to look into catalysts for 2019, the valuation narrative may start to gather more 
credence. But for now, we think opportunistic vs. purely defensive investments are a better approach. And with relative discounts abroad and 
sector leadership changes at home, there remains plenty for the enterprising investor to like.   
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Chief Investment Officer 
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The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual. To determine 
which Investment(s) may be appropriate for you, consult your financial advisor prior to investing. Information is based on sources believed to be reliable, however, their 
accuracy or completeness cannot be guaranteed. 

Statements of forecast and trends are for informational purposes, and are not guaranteed to occur in the future. All performance referenced is historical and is no guarantee 
of future results. Stock investing involves risk including loss of principal. An investor cannot invest directly in an index. There is no guarantee that a diversified portfolio will 
enhance overall returns or outperform a non-diversified portfolio. Diversification does not protect against market risk. Asset allocation does not ensure a profit or protect 
against a loss. 


