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2018 FORECAST 
John A. Appleby, CFA – January 6, 2018 

DOES IT GET ANY BETTER THAN THIS? 

 

The stock market is not the economy and the economy 
is not the stock market, But every now and then... 
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The Dow Jones Industrial Average and The S&P 500 2017 returns, up over 20% and 25% respectively. 

There are very high hopes that 2018 will be a continuation of the last year. However, be mindful 
that not every year is an up year. In fact, we are currently in one of the longest periods on record 
without a meaningful market correction.  With the markets extended, over-bought, over-
leveraged and overvalued, it won’t take much to trip up the present exuberance reflected in the 

http://realinvestmentadvice.com/wp-content/uploads/2017/12/SP500-MarketUpdate-122617.png
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market’s popular indices. In 2018, buy Small cap housing and construction related, Energy, 
low multiple Technology leaders and Regional banks. 

What could possibly go wrong?  

 With the NASDAQ now over 7000, Dow Jones over 25,000 and S&P over 2,700, all three 
levels appear poised to continue higher. More interestingly, all three are ticking off milestone 
gains at some of the fastest paces in market history. In fact, the Dow has posted three all-time 
records just this past year: 

• 70 new highs,  
• A 5000-point advance in a single year, and; 
• 12-straight months of gains. 

The markets are flying higher and faster based on lower corporate taxes which will likely boost 
S&P 500 earnings over 10% growth vs. 2017.  The possibly of trillions of dollars repatriated 
back to our shores is also fueling the buying spree in the market.  Add a slew of deregulation 
enacted in the past year freeing up corporate resources to reinvest in employees, plant and 
equipment, everything looks good.  Consumer confidence is at a high and interest rates are low. 

 

What could possibly go wrong? 

 

Few investors saw this coming in ’87 and notice how the appreciation leading up to this 
correction thirty years ago appears similar to today’s run.  By no means am I suggesting this 
happens again.   However, due caution is advised as with any significant market advance as 
demonstrated in the following two charts. 
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Below is an illustration of how the various asset classes did in 2017.  Emerging markets were 
overdue for a comeback.  Large Cap significantly outperformed Smaller Cap stocks. 

http://realinvestmentadvice.com/wp-content/uploads/2017/12/Nevins-Asset-Price-Growth-1.png
http://realinvestmentadvice.com/wp-content/uploads/2017/12/Nevins-Asset-Price-Growth-2.png
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Asset Class           Ticker Used          4Q/2017 Return     2017 Return 

US Total Market       VITNX                        6.4%                           21.2% 

US Large Growth     VIGAX                        6.2%                           27.9% 

US Large Value       VVIAX                        4.2%                           17.2% 

US Small Growth     VSGAX                      5.8%                           22.0% 

US Small Value        VSIAX                        4.6%                           11.9% 

International             VTMGX                      4.5%                           26.5% 

Emerging Markets    VEMAX                      6.3%                           31.5% 

US Real Estate         VGSLX                       1.4%                           5.0% 
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If you started the year invested in the Largest Cap, Consumer oriented Technology companies, 
you had a good year.  If you didn’t own AMZN, AAPL, GOOG, MSFT, etc. - all up between 
35% - 55% for the year, then you might have been left behind by the strength of returns posted 
by the broader indices.  As strong as the market was, it’s hard to believe 30% of smaller cap 
stocks in the S&P 500 posted negative returns for the year. 

While the biggest names in Technology and Consumer Discretion dominated the performance 
this year, overall the top performers were a relatively diversified Large Cap group.  Boeing was 
up 80% for the year and CAT was up 68%.  Alcoa also was up around 70%.  Housing stocks did 
well as new home sales hit a 10 year high – as a group, homebuilders rose 26.6% year over year, 
the best performers nearly 3X that much.  We can add Adobe and Red Hat to the high tech 
superstars, each up over 70% for the year.  Activision was driven up 80% by the popularity of 
video games like Call of Duty.  Este Lauder was up 67%. 

Safe havens like Staples and Pharmaceuticals didn’t do well this year in comparison.  Energy 
was also an underperformer for the year. 

These outsized gains from the Large Cap names were achieved with rather pedestrian revenue 
growth and earnings results.  Obviously, Wall Street was anticipating the success of legislation 
cutting the corporate tax.  Suddenly, due to the tax legislation passed, U.S. corporations will be 
far more price competitive in the global markets in 2018.  Anticipation of repatriated cash and 
deregulation also played a part, but most of all, consumers found confidence in the economic 
policies coming out of the embattled Administration. 

Below are two charts from FactSet illustrating the comparatively low level of earnings growth 
(ignoring Energy) and mid-single digit revenue growth for much of the S&P 500 sectors in 2017 
vs. the underlying stocks gains for the year. 
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. 

 

Using history as our guide, a robust stock market indicates a robust economy is on the way.  This 
makes sense.  All we know for certain is after-tax profits are going to be stronger.  However, 
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Wall Street should apply the current market multiple on tax-adjusted earnings making year over 
year comparisons meaningful.  Top line revenue growth and higher operating margins will be all 
important in determining the resilience of this market. 

The repatriation of potentially trillions of dollars back into our economy seems to be factored 
into 2017 market returns.  If the offshore cash hoards fail to be repatriated in a timely fashion, 
there is a chance economic growth fails to live up to expectations.  

The most powerful element to economic growth might be the significant deregulation going on 
without much commentary.   Due to the often political nature of paring back what corporate 
America sees as repressive and redundant regulations, few are comfortable vociferously cheer-
leading the positive effects these repeals will have on corporate profitability. 

The Fed is likely going to use the cover of tax cuts and repatriation to finally be aggressive 
raising Fed funds rates.  This past year demonstrated more slack remains in our economy as low 
unemployment was still insufficient to generate any real wage inflation.  Traditionally, wage 
inflation accounts for 2/3rds of the overall inflation number.  Until the employment slack gets 
taken up, inflation will remain muted. 

The combination of higher interest rates, a higher percentage of corporate profits in productive 
hands and less regulation should strengthen the dollar.  A stronger dollar will cap import price 
inflation. 

And finally, if the housing market is strong and auto sales are good, the overall economy will be 
strong.   Economic trends are in place confirming what should be another solid year.  Stocks 
remain an attractive investment alternative barring a shock to the system. 

 

Housing Starts 
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Auto sales 

 

VALUATION OF EARNINGS 
Is this market ahead of the fundamentals? 
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FORWARD P/E RATIO ABOVE AVERAGE 

 

Looking Ahead: Forward Estimates and Valuation: 
 
Wall Street is united in their conviction we see double-digit corporate earnings growth in 2018. 
However, they are also projecting lower year-over-year revenue growth in the second half of 
2018. (According to FactSet) 

• For Q1 2018, analysts are projecting earnings growth of 10.7% and revenue growth of 
6.8%. 

• For Q2 2018, analysts are projecting earnings growth of 10.3% and revenue growth of 
6.7%. 

• For Q3 2018, analysts are projecting earnings growth of 11.8% and revenue growth of 
5.7%. 

• For Q4 2018, analysts are projecting earnings growth of 11.1% and revenue growth of 
4.3%. 

• For all of 2018, analysts are projecting earnings growth of 11.2% and revenue growth of 
5.5%. 

 
Analysts project 7% increase market appreciation over next twelve months, below average 
returns despite above average revenue and earnings growth. This indicates a reduction in 
the Price/Earnings multiple is being forecasted.  In all sectors, except Telecom, the forward P/E 
ratio is above average for both 5 and 10 year periods. 
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The two charts below illustrate solid projected growth in both revenue and earnings.  However, 
the most important component of successful investment returns is the multiple Wall Street 
assigns those earnings. 
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Below, Wall Street forecasts earnings growth of 11% in 2018 and 10% in 2019.  Investors in 
Indexed funds should consider the likelihood the multiple applied to today’s forecasted earnings 
holds constant at 20% - 30% above average through the next few years. 

 

As illustrated in the following chart, Analysts on Wall Street tend to be overly optimistic on 
gagging earnings for the year ahead. 
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Certainly, the passage of the corporate tax cut was welcome news for Wall Street investors.  At 
Rockwood, if we are to be faulted, we are too cautious at times.  Caution over potential failure of 
tax legislation with 100% Democrat opposition kept us conservatively invested.  Now it seems 
all systems are GO for continuation of the market advance.  However, at this juncture, it is fair to 
consider if there isn’t some disconnect from underlying fundamentals and prices paid for some 
stocks.  Nine years without a meaningful correction is quite a run considering corrections occure 
about every four years.  I am not suggesting the market is poised for disaster.  What I wonder is 
what new information might keep this market running? 
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A well educated friend assured me in 2009 he would never invest in the stock market again.  
This same friend asked the other day why he shouldn’t sell everything and just buy Amazon 
stock. 

Our two old friends, Fear and Greed – the two most enduring components of successful investing 
– are, once again, surfacing.  In late 1999, investors told me they just wanted to get into the stock 
market at any price; they were tired of being left behind. Do you recall Wall Street experts 
assuring investors the new “paradigm” meant 100 X forward earnings would be the norm? We 
all know how that worked out.   

In 2009, investors were selling highly profitable companies with strong market positions, trading 
at a market cap less than the company’s cash balance.  Again, I believe it’s fair to consider what 
could possibly go wrong.  Be cautious when it appears the market can only go but one way. 

 

The market remains confident equity returns will be positive in 2018.  As the chart above 
indicates, we are now at new highs in confidence about making money in equities.  And, yet, 
take note of the contradictory chart below.   

As global equity benchmarks have rallied, more investors also see the market as too expensive.  
So who is buying?  Fully 68% of respondents said the equity market is “overvalued,” more than 
double the 29% of respondents who thought as much last year.  And nearly 80% of investors 
describing themselves as market bears cited “overvaluation” as the reason for their market 
pessimism. 

http://static4.businessinsider.com/image/59c0187b38d20d2b008b7984-960/9-18-17-retail-investor-optimism-cotd.png
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Something does not add up. 

 

  

ALL INDICATROS ARE AT RECORD LEVELS 

 

 

http://realinvestmentadvice.com/wp-content/uploads/2017/12/SP500-MarketAdvance-1995-Present-121917.png
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What Could Possibly Go Wrong? 

  
What, me worry? 

Here, again, I am not suggesting we are at a tipping point.  There are plenty of reasons to be 
optimistic about corporate profits and equity returns over the coming year. It is, however, 
constructive to always keep an eye on what could go wrong. 

What could go wrong #1 
Energy-related earnings have helped the overall S&P 500 earnings rebound over the last few 
quarters.  Inflationary pressures, which appeared with the rebound in oil prices, have lulled the 
Fed into a comfort zone thinking the inflation rise is due to economic growth.   As stated 
previously, the Fed is also likely to use the tax relief legislation and potential repatriation of cash 
as cover to aggressively raise rates. 

The long-term fiscal challenges facing the United States are serious. Even though our current 
deficits are lower than they used to be, we are still adding an average of more than one billion 
dollars to our national debt every day. Worse yet, we are headed toward a period of rising 
demands from unfunded entitlements in a rapidly aging society.  Of concern should be the 
growth in debt which will be exacerbated with increased interest costs.   

Congresses and Presidents of both parties, over many years, have avoided making hard choices 
about our budget and failed to put it on a long-run, sustainable path.  In recent years, many have 
said that the fragile nature of the recovery meant that it was not the right time to take fiscal 
action.   Our economy was quite possibly too weak for fiscal discipline as we saw the economy 
weaken in the latter years of the Obama Administration. (See the chart below of decreasing 
corporate earnings).   
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Below is a chart of our Federal debt to GDP ratio – closing in on 100% for the first time. 

 

As the economic recovery begins to finally take hold driven by deregulation and the tax relief 
legislation, the Fed has the opportunity to put in place sensible and gradual reforms designed to 
put our long-term fiscal trajectory on a sustainable path. 

The Fed has a delicate balancing act in the year ahead.  If the Fed raises rates too aggressively, 
and there turns out to be more slack in the economy than thought, the economy could stall out 
and the stock market advance with it. 

http://www.macrotrends.net/1381/debt-to-gdp-ratio-historical-chart
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If the Fed is too timid and the slack in the economy dissipates quicker than anticipated, wage 
inflation could jump.  We could then experience an inflationary environment with the Fed 
struggling to raise rates fast enough to stem the growth which would send market multiples 
downward.  

 

Average weekly earnings are already growing as depicted in the above illustration. 

Keep in mind that for every 10% move in the U.S. dollar, inflation is inversely impacted by 50 
basis points.  Consequently, if all trends hold, the dollar should move higher, thus elevating 
inflationary concerns. 

 

Some experts are looking for up to 9 Fed funds hikes in the coming year. 
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Blows are two charts demonstrating why reigning in the Federal deficit matters.  It is 
instructive to study these two charts and what they illustrate. 
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What could go wrong #2 
One of the drivers to an upwardly biased stock market over the past several years has been 
corporate America using cash flow to repurchase their own stock.  As the amount of stock 
available has been shrinking, the amount of money moving into our equity markets has 
increased.  Much of this money flowing into U.S. equities is moving out of low yielding fixed 
income and from overseas investors.   The result is more money chasing fewer shares causing a 
natural upward bias in the stock market.  Share repurchase has had a small but positive impact on 
earnings growth as well.  Many on Wall Street believe the repatriation of cash and lower taxes 
will result in a continuation of share repurchases.  I have a different opinion.  

Lower taxes mean management teams will have attractive investment options for their free cash 
which previously may have not appeared attractive on an after tax basis.  Expansion of new plant 
and equipment may look more attractive than repurchasing stock at new highs.  Merger and 
acquisitions will now make more sense on an after-tax basis.   Management may no longer see 
repurchasing stock is the best alternative for shareholder cash. 

As repurchases drove higher earnings and lowered share counts, the absence of share repurchases 
may bring valuations more in line with historic averages.    
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http://realinvestmentadvice.com/wp-content/uploads/2017/12/SP500-ReportedEarnings-Buybacks-010317.png


22 
 

What could go wrong #3 
Politics could change this market.  There is a popular notion circulating that 2018 could be a 
landslide victory for Democrats.  Typically, the party out of favor does gain in mid-term, off 
Presidential election years.  The Democrats would need to win 24 seats to gain a small majority 
in the House.  With 100% Democratic unison against tax relief and regulation repeal, if they take 
the House, it will be far more difficult to continue with the policies driving this stock market 
(and the economy) higher.  

As the stock of Democratic leaders and firebrand liberal activist like Elizabeth Warren, Bernie 
Sanders and Maxine Waters rise, expect this market to do the inverse.  These political players 
will undoubtedly push for impeachment of Trump with or without cause.  This, too, would shake 
up the market and put an end to equity advances. 

That said, the gerrymandering the Republicans engineered in 2012 apparently makes the odds of 
the Democrats taking control of the House far more difficult.  I am all for the end of 
gerrymandering.  And I am also for eliminating the awful Baseline Budgeting process.  (I can 
wish, can’t I?) 

The end of Baseline Budgeting is the one thing that could ratchet this market upward to the next 
leg up.  Ending this abusive spending game could be the big surprise fueling markets sustainably 
higher while reigning in the deficit spending.    I am not holding my breath. 

 

What is Baseline Budgeting? 
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 Baseline budgeting is an accounting procedure for creating a budget for future spending. It 
assumes future budgets will equal the current budget plus any adjustments for inflation and 
growth rates.  Currently, the baseline is raised seven percent each and every year.  Meaning, 
despite essentially zero population growth, government spending is doubling every ten years 
without adding a single spending bill. 

The Federal Government uses baseline budgeting for establishing future funding requirements. 
The more expansive and intrusive the government gets, the bigger the baseline budget is, and the 
more money the Federal Government needs to take from the private sector to fund itself. 

The increasing cost of the Federal Government is an economic burden on the private 
sector economy.   

Instead of reducing the size of government, politicians resort to creative ways to take more 
money out of the private sector to make up for bad economic Government policies. This 
increasing cost of big Government on the private sector suppresses your realization of new 
money making ideas and ultimately reduces potential revenues to the Government..  

The Federal Government uses baseline budgeting for establishing future funding requirements 
over a ten year projection. Twice a year the Congressional Budget office (CBO) prepares a 
baseline budget projection of government revenues; government costs and projected surplus or 
deficits.  

This analysis is supposed to be designed as a reference point for assessing possible future 
economic policy changes. The system cannot work when one party thinks that the way to solve 
the out of control Government deficit problem is to massively increase Government spending.  

The baseline budget basically refers to the current year's spending levels plus an automatic seven 
percent funding increase authorized by "continuing resolutions" referred to as baseline budgeting 
for every single agency in government for the following year.  

 

 

 

https://www.center-for-money-making-ideas.com/cost-of-big-government.html
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DEREGULATION WILL BE THE STEALTH 
ENGINE DRIVING PROFITABILITY 

 

Above is an illustrative example of the kind of bureaucratic nonsense the Administration is eradicating. 

There is an inverse relationship between restrictive regulation and economic growth.  Four years 
ago, the Journal of Economic Growth found that accumulated regulations between 1949 and 
2005 slowed the U.S. economy by 2% annualized.  The cumulative effect of government 
regulation caused the economy to be $4 trillion smaller in 2012, meaning the growth reduced by 
regulation would equal the 4th largest economy in the world. 

On its first day, the current Administration ordered a regulatory freeze on all governmental 
agencies (military exempt).  Additionally, signed an executive order requiring two federal 
regulations must be eliminated for every regulation created.  By August, the Federal payroll had 
been reduced by 9,000 while the Pentagon personnel rose.  At the end of 12 months, the number 
of Federal employees declined 16,000 and 19,000 fewer at the State level. 

http://dailybail.com/home/obamacare-complicated-check-out-the-flow-chart.html
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In the first six weeks of the current Administration, over 90 regulations were repealed through a 
combination of Acts of Congress, executive order or other means.  By May, the Administration 
had approved $33 million in new regulatory costs – compare this with $26 billion in the same 
period of the Obama Administration’s first few months.  By July, Trump effectively killed 860 
proposed Obama regulations, included in this number were 179 regulations on the secret list.  By 
In August, it was estimated Trump had already saved businesses over $4 billion per year in 
expenses vs. Obama’s Administration. 

Trump is killing off 16 regulations for every 1 approved.  Deregulation does not get nearly the 
same attention from Wall Street equity investors as corporate tax cuts due to the political nature 
of the subject.  The Trump Administration intends to gut 75% of all regulation during its first 
term in office.  Morgan Stanley estimates deregulation of Dodd-Frank could increase Financial 
Sector earnings by more than 15%.  

Below is the Dodd-Frank organization chart

 

Repealing parts of Dodd-Frank, which was a gift to large financial institutions at the expense of 
small regional banks, will provide welcome relief to the small and mid-sized financial 
institutions around the country. 

Trump is reducing the bureaucracy at all levels.  Trump’s White House employees 110 fewer 
employees and no czars ($5.1 million annually less in salaries).  The First Lady now has a staff 
of 4 vs. Michelle Obama who employed a personal staff of a record breaking 24.   
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Of course, fewer regulations means fewer federal employees which in turn means the method of 
getting increased pay for growing your federal agency or department (instead of efficiency or 
results) will be met with resistance.  And, of course, we will hear the cries of anguish about who 
will save our clean air and water and who will protect our children without federal regulation. 

Trump would like to take credit for the current job growth, the stock market rise and the GDP 
over 3%.  Not sure about those, but will give him credit for the improved confidence in the 
economy.   Stepping out of a one-sided environmental accord in Paris adds to the positive view 
on being a business friendly Administration.  Approving the Keystone XL pipeline and opening 
Anwar are positive for oil independence.  Positive news on companies bringing production back 
to the U.S. includes Toyota, Mazda and Broadcom. 

Many believe it is the reduction in regulation driving an increased level of confidence and hiring 
in the manufacturing sectors. 

Additionally, if the economy does get a boost from corporate tax relief, repatriation of trillions of 
dollars and deregulation, we may finally see the slack in the job market eliminated causing long 
awaited wage increases.   

As suggested earlier, combining higher economic growth and higher wages may lead to an 
unexpected jump in inflation.  If this occurs, expect to see our Federal deficit expand rather 
dramatically.  The Democrats have abandoned any allegiance with tax relief and are instead 
cautioning about the deficit ramping up, resulting in fiscal upheaval.  However, this seems to be 
a contradiction as the Democrats threaten to shut down the government because they don’t have 
enough to spend. 
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TAX POLICY SPECIFICS DRIVING 
MARKETS HIGHER 

• The corporate tax rate will be set at 21% for tax years beginning in 2018, as opposed to 
the current top rate of 35%. 

• The highest individual tax rate will be reduced from 39.6% to 37% until 2026. The 
standard deduction will increase to $12,000 for single filers and $24,000 for joint filers, 
while the personal exemptions will be eliminated. 

• Individuals receiving pass-through income from entities such as partnerships and S 
corporations will be able to deduct 20% of this income from their taxable income. 
However, this deduction will be subject to various limitations and applicable to only 
certain income sources. 

• The estate tax will remain in place; however, the lifetime exemption increases to roughly 
$11 million in 2018 (and will be indexed for inflation). The exemption returns to half the 
new amount in 2026. 

• The alternative minimum tax for corporations will be repealed. The individual AMT will 
remain, but the exemption amount will increase. 

• Residential mortgage interest will be deductible based on indebtedness up to $750,000 
for any new mortgages beginning in 2018 compared to the current cap of $1,100,000. 

• The itemized deductions for domestic income and property state and local tax will be 
capped at $10,000 (property tax plus choice of income tax or sales tax).  

• All miscellaneous itemized deductions subject to the 2% floor will be eliminated. These 
include tax preparation fees, investment fees, etc. 

• The U.S. will tax U.S. corporations on a territorial basis, rather than on worldwide 
income 

As we wrote about earlier in this repot, based primarily on the impact of the above legislation, 
Retail investors have never been this hopeful the stock market will continue to grind higher, 
according to a University of Michigan survey.   
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Why 73% Americans Should Support Tax Relief 
For Top 20% Earners (Eye Opening) 

From Mark R. Rank: 
In a NY Times article “From Rags to Riches to Rags,” Professor Mark Rank of Washington 
University highlights a number of studies finding a significant amount of income mobility in the 
US. The empirical evidence showing that Americans move up and down the income distribution 
during their lifetimes “casts serious doubt on the notion of a rigid class structure in the United 
States based upon income.” 

…Thomas A. Hirschl of Cornell and I looked at 44 years of longitudinal data regarding 
individuals from ages 25 to 60 to see what percentage of the American population would 
experience these different levels of affluence during their lives. The results were striking. 

It turns out that 12 percent of the population will find themselves in the top 1 percent of the 
income distribution for at least one year. What’s more, 39 percent of Americans will spend a 
year in the top 5 percent of the income distribution, 56 percent will find themselves in the top 10 
percent, and a whopping 73 percent will spend a year in the top 20 percent of the income 
distribution. 

Yet while many Americans will experience some level of affluence during their lives, a much 
smaller percentage of them will do so for an extended period of time. Although 12 percent of the 
population will experience a year in which they find themselves in the top 1 percent of the 
income distribution, a mere 0.6 percent will do so in 10 consecutive years. 

It is clear that the image of a static 1 and 99 percent is largely incorrect. The majority of 
Americans will experience at least one year of affluence at some point during their working 
careers. (This is just as true at the bottom of the income distribution scale, where 54 percent of 
Americans will experience poverty or near poverty at least once between the ages of 25 and 60). 

A further example of such fluidity can be found in an analysis by the tax-policy expert Robert 
Carroll. Using data from the Internal Revenue Service, Mr. Carroll showed that between 1999 
and 2007, half of those who earned over $1 million a year did so just once during this period, 
while only 6 percent reported millionaire status across all nine years. 

Evidence shows significant income mobility in the US with 73% of Americans will find 
themselves in the ‘top 20%’ for at least a year in their life. 

Mark J. Perry  
April 23, 2014  

http://www.nytimes.com/2014/04/20/opinion/sunday/from-rags-to-riches-to-rags.html?smid=pl-share
https://devsoc.cals.cornell.edu/people/thomas-hirschl
http://taxfoundation.org/article/income-mobility-and-persistence-millionaires-1999-2007
http://taxfoundation.org/article/income-mobility-and-persistence-millionaires-1999-2007
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https://www.aei.org/wp-content/uploads/2014/04/incomemobility.jpg
http://realinvestmentadvice.com/wp-content/uploads/2017/10/Tax-Liability-Individuals-Quintile-History-100317.png
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What is equally interesting (illustrated in the chart above) is since 2003 the bottoms 40% 
have had negative tax liability.  In other words, they have no dog in this fight. 

In absolute dollars, out of the $1.37 trillion collected from taxpayers, the richest 1% were 
responsible for over $542 billion of that amount.  In fact, the richest 1% pay almost double the 
amount the next highest bracket pays:  those with earnings in the top 2% to 5%, pay 20.5% of all 
Federal Income Tax.  Surprising to most, the bottom 50% of all taxpayers pay just 2.8% of total 
taxes.  Note that each section of this graphic excludes the next (e.g., the top 5% excludes the top 
1%, etc). 
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Sector Analysis – They All Look Pretty Good 
All sectors across the board look pretty good going into 2018.  Energy looks attractive with 
valuations lagging the improved fundamentals.  The Saudis plan to bring Aramco public later 
this year which improves the likelihood OPEC holds firm on production limits. 

Financials will benefit from an improved economy, tax relief, increased interest rates and the 
repeal of certain aspects of Dodd-Frank, especially regional banks. 

Technology stocks trading at low multiples with strong balance sheets and earnings growth will 
attract investors if the market falters for whatever reason.  Traditionally, investors will seek 
earnings growth despite a weaker economy and that can be found in reasonably priced cutting 
edge technology. 

Real Estate and Telecom look to be underperformers and Health Care will find a difficult 
environment with proposed legislation capping drug price appreciation and repeal of the 
Affordable Care Act mandate. 

(Ed Yardeni supplied many of the following charts) 
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Nearly all sectors making up the S&P 500 look attractive as far as earnings and revenue growth 
goes in 2018.  In the chart above, I find interesting that with all the good coming from 
deregulation and tax relief, earnings growth looks about in line with 2017 (2018 in green). 

 
The chart below illustrates the strength of the “FANG” stocks driving performance this 
past year.  “FANG” refers to FaceBook, Amazon, Netflix and Google.  Energy is included 
in Basic Materials.

 
BUY SMALL VS. LARGE 

2017 was the year for Large Cap investors.  In 2018, go small cap.  The multiples are lower in 
Small Cap while the projected earnings growth rates are nearly double that of the S&P 500. 
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The S&P 500 

 

The S&P 600 Small Cap 
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The S&P Mid Cap 

 

 

ENERGY 
Through the end of the year, only one sector had outsized recovery in earnings without a 
corresponding movement in the stock prices – Energy.  Projected earnings recovery is still 
making up for a tough 2015 and 2016.  However, many stock prices are still where they were 
when oil traded at half the current price.  With the sting of being blindsided still in many 
investors’ minds, confidence has not yet returned to Energy stocks. 
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Implied earnings growth rate for 2018 of 41% and a relative forward P/E of 1.36X 

 

E&P oil and gas companies will be big winners because they pay the second-highest effective 
tax rate of any sector, at 37%, according to Bloomberg Intelligence. But many oil explorers and 
equipment providers will not benefit because several are still unprofitable and pay no taxes. 

However, some oil service providers will see benefit from the opening of a portion of Alaska’s 
Arctic National Wildlife Refuge to oil and gas drilling. 

The renewable-energy industry avoided taking a big hit by lobbying Republicans to keep a 
$7,500 electric-vehicle subsidy, and a tax credit for wind-power production.  In coal, many of the 
largest companies, including Peabody Energy Corp. and Arch Coal Inc., won’t benefit from the 
rate cut because they have large net operating losses. 

 

Cornerstone Analytics Chart 

https://www.bloomberg.com/quote/BTU:US
https://www.bloomberg.com/quote/ARCH:US
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Cornerstone Analytics Chart 

 

FINANCIALS 
The overhaul is a net benefit for U.S. banks.  The corporate rate cut will help lenders compete 
better with lower-taxed international rivals. Many provisions in the bill, including repatriation of 
overseas cash, could spur U.S. mergers and acquisitions that would boost investment banking. 
Wealth management firms are likely to see more money rolling in because the bill reduces tax 
rates on the wealthy. 

 

Implied growth rate of 17.6% and a relative forward P/E of .8X 
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The reduction on interest-expense deductions will weigh on earnings as it may cause companies 
to borrow less. Lenders focusing on consumers are better positioned because individuals already 
are unable to deduct interest expense, so there wouldn’t be a change in behavior.  

 Insurance companies are likely to get a boost of up to 15% in profitability with the corporate tax 
cut.  However, some of the gain may be used to reduce premiums.  The elimination of the 
Obama Care mandate may mean insurance companies and hospitals will experience fewer 
paying customers and insurers will likely exit some weaker markets. 

 

https://www.bloomberg.com/news/terminal/P0YAL66K50XT
https://www.bloomberg.com/news/terminal/P0YAL66K50XT
http://realinvestmentadvice.com/wp-content/uploads/2017/12/XLF-MarketUpdate-122617.png
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CONSUMER DISCRETION 
Retail companies are primarily domestic and consequently will benefit substantially from lower 
corporate taxes, an improved economy, wage inflation and a more secure job market.  Some 
retailers catering to low to middle income markets may expect personal tax relief will boost 
sales. 

 

2018 implied growth rate of 9% and the relative forward P/E of 1.15X 

 Chains and consumer brands also expect the tax bill to boost demand for their goods and 
services. Many of those companies rely on middle-income shoppers for the bulk of their sales, 
and changes to individual taxes -- such as doubling the standard deduction -- will increase 
discretionary income. 

Restaurants also should benefit from tax relief and improved consumer confidence and improved 
job security. 



39 
 

INDUSTRIALS 
In machinery, trucking is likely to see the biggest impact. The corporate rate cut would give U.S. 
transportation companies of all sizes more money to upgrade their fleets with fuel-efficient 
vehicles. The bill’s increased deductions for capital spending would add another incentive to buy 
new 18-wheelers, a potential boon for truck makers.    

 

Implied earnings growth rate for 2018 of 9.4% and a relative forward P/E of 1.06X 
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Farmers are struggling to be profitable at current crop prices, which mean the corporate tax cut 
will have little impact on them. But that could change if prices rise. 

The tax cut could also spur industrial giants to divest businesses that aren’t core to current 
strategy.  Many conglomerates have maintained divisions because selling them would generate a 
big tax bill.  The tax overhaul could be a boon for aircraft suppliers, like Boeing Co. and General 
Electric Co., because airlines need to upgrade their fleets. 

Some cash cow divisions in the industrial space that have been retained due to the high tax 
impact if they were to divest the division might now come to market – improving profitability. 

Modernizing industrial equipment will now be more affordable with the tax relief. This is a plus 
for aircraft parts manufacturers like UTX, GE and Boeing.  This is also good for airlines. 

 

 

 

 

https://www.bloomberg.com/quote/BA:US
https://www.bloomberg.com/quote/GE:US
https://www.bloomberg.com/quote/GE:US
http://realinvestmentadvice.com/wp-content/uploads/2017/12/XLI-MarketUpdate-122617.png
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HEALTHCARE 

 

Implied earnings growth rate for 2018 of 6.7% and a relative forward P/E of .9X 
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Heath Care is a mixed bag. 

Companies will benefit as a higher percentage of their profits come from the U.S. The biggest 
U.S. health insurer, UnitedHealth Group Inc., had a 32.5% income-tax rate in the third quarter. 
The tax bill is estimated to boost insurance company’s profits by as much as 15%. Some of those 
gains are expected to flow to customers in the form of lower premiums. 

The repeal of Obamacare’s individual mandate won’t help health insurers and hospitals, which 
are already coping with the Trump administration’s efforts to undermine the law. Ending the 
provision -- a requirement that all Americans carry health insurance coverage or pay a fine -- is 
likely to decrease the number of people who buy coverage. For hospitals, an increase in 
uninsured people means fewer paying customers. 

Pharmaceuticals 

U.S. drug makers will be one of the biggest beneficiaries of the repatriation portion of the bill. 
They’ve been sitting on billions of dollars in overseas earnings and can now bring home that 
cash at a reduced rate. While the tax bill has been promoted by Republicans as a job creator, the 
reality is that drug companies are more likely to return the money to shareholders, or use it to 
make acquisitions. 

Biotech and Pharma companies will get a smaller tax credit for developing drugs for rare 
diseases (Orphan drugs treating less than 200,000 patients). Under current law, they can deduct 
50% of the cost of testing drugs for these rare diseases.  The revised tax bill cuts that amount to 
25%.  Additionally, the Pharma sector could find it difficult to boost profits due to drug pricing 
regulation. 

 

 

 

 

 

 

 

 

 

https://www.bloomberg.com/news/terminal/P0YEHA6K50XW
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TECHNOLOGY 
Tech giants have built up over $3 trillion in cash overseas.  If they repatriate this cash, expect to 
see increased number of acquisitions, a ramp of plant and equipment and innovation 
opportunities. 

 

Implied earnings growth rate for 2018 of 13.5% and a relative forward P/E of 1.01X 

 

The Technology sector has been the super sector over the year. The “FANG” (Facebook, 
Amazon Netflix and Google) trade was one of the stories of the year. Due to the large weightings 
of Apple, Google, Facebook, and Amazon, the sector boosted the S&P index from turning in a 
weaker performance prior to the election and elevated it post-election 
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In 2018, Tech stands to benefit from repatriation. U.S. companies have $3.1 trillion in overseas 
earnings, according to a Goldman Sachs estimate. The largest stockpile belongs to Apple Inc. at 
$252 billion – 94% of its total cash. Microsoft Corp., Cisco Systems Inc., Google parent 
Alphabet Inc. and Oracle Corp. round out the top five, data compiled by Bloomberg show. 

One caveat is that the repatriation provision could generate a large tax bill. In Apple’s case, a 
14.5% rate would equate to $36.6 billion in taxes, or about $7 a share, according to Bloomberg. 

Leadership positions in smaller cap Tech stocks with low or no debt, high cash balances and 
above industry average earnings growth look attractive relative to the overall market.  These 
stocks, if trading at low P/S of less than 1X and low relative P/Es are a good place to rotate into 
if this market shows signs of fatigue. 

 

 

 

 

 

 

https://www.bloomberg.com/news/terminal/P0T1AD6JTSE8
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CONSUMER STAPLES 
Staples look attractive with good earnings growth at a low multiple.  Many of the smaller staples 
companies may look attractive as buy-out candidates now with the lower tax rates and their high 
cash flow attributes. 

 

Implied earnings growth rate for 2018 of 8.1% and a relative forward P/E of .73X 
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MATERIALS 
Materials could be a source of outperformance if we get a round of inflation.  The materials 
space is one of the more reasonably priced sectors with good growth projections for earnings in 
2018.  Reasonably price chemicals selling into the housing market might still provide 
opportunities. 

 

Implied earnings growth rate for 2018 of 18.3% and a relative forward P/E of 1.00X 

http://realinvestmentadvice.com/wp-content/uploads/2017/12/XLP-MarketUpdate-122617.png
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http://realinvestmentadvice.com/wp-content/uploads/2017/12/XLB-MarketUpdate-122617.png
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REAL ESTATE 
The Real Estate sector holds the dubious distinction of being the only sector expected to have 
negative earnings growth in 2018. 

The industry, an influential lobbying force, was able to minimize cuts to incentives for 
homeowners that it said would cause home prices to fall. The bill will allow interest deductions 
on the first $750,000 in new mortgage debt, down from the current limit of $1 million; the House 
had called for slashing it to $500,000. It also won back $10,000 in deductions for property taxes.  
This will likely change the real estate posture for property along the coastlines of America (read 
as New York and California). 

 

Negative.  The implied forward P/E is currently at 2.16X average. 

 

Outside of the commercial real estate sector, lending conditions aren’t constraining borrowing 
growth, and even CRE lending conditions aren’t restrictive when compared to the last three 
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business cycle peaks.  Asset gains have been stellar over the past four quarters, far above the flat 
or declining performance that nearly always precedes business cycle peaks. 

 

The forward earnings weakness appears to already be built into the sector. 

 

 

 

 

 

 

 

 

 

 

 

http://realinvestmentadvice.com/wp-content/uploads/2017/12/REITS-YTD-122617.png
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TELECOMNICATIONS 
Telecom companies have been underperformers but will now have investment deductable in the 
year spent vs. over several years.  This should spur additional spending and upgrades.  However, 
with very low earnings growth in a rising rate environment, industries relying on high levels of 
debt, like Telecom, might find an unreceptive environment. 

 

Implied earnings growth rate for 2018 of 1.2% and a relative forward P/E of .73X 

 

This is one industry that is likely to increase capital investments because telecom companies 
regularly need to upgrade their networks. And the tax bill allows deductions on such spending to 
be immediate, instead of over several years. The legislation change should be a capital-freeing 
event for these companies. 
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UTILITIES 
Utilities are often a safe haven in times of economic uncertainty.  However, in the present 
environment, until proven otherwise, safety is not paying off.  Utilities are characterized by low 
earnings growth, high multiples and will find difficulty in a rising interest rate environment. 

 

Implied earnings growth rate for 2018 of 4.6% and a relative forward P/E of .94X 

 

As demonstrated by the above chart, much of the defensiveness has left the market. 

http://realinvestmentadvice.com/wp-content/uploads/2017/12/XLU-MarketUpdate-122617.png
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