
 

 

State of  the Union—January 2018 

 

To our clients …..the State of the Union 2018—Trump, Tweets, Tax Reform and 

DOW 25,000 

 

Love him or hate him, Trump continued to dominate the headlines in 2017 and shows no signs of slow-

ing down in 2018.  Once again, we will try and take you beyond the headlines, and distill the things we 

think may impact you and your investments in 2018, without being “political”. 

 

A year ago we pointed out that 2016 was once again one of the LEAST volatile years in almost 100 

years.  2017 was even LESS volatile.  In addition to record low volatility was the fact the US Stock 

market measured by the S&P 500 was UP EVERY month in 2017, the first time EVER this happened 

in a calendar year.  

 

VOLATILITY…..  Volatility might be thought of as a price to be paid in order to get better returns on 

our money over the long haul.  IF you do NOT want to accept volatility, the options are limited at 

best and the returns are in the very low single digits.  Most of you are willing to grudgingly accept 

some volatility for the tradeoff of potentially higher returns.  HOWEVER, we are in a period of EX-

TREMELY LOW volatility.  The risk here is COMPLACENCY!!!  There is no exact explanation for 

this period of low volatility, but rest assured it is happening.  For perspective, since 1925 the US stock 

market normally has 19 times per year where the market is up or down 2%.  In 2017 there we ZERO 

down days of 2% or more.  The S&P 500 had only 4 days with a drop of 1% or more.  With the Dow 

near 25,000, 2% means a 500 point daily move in the DOW.  Again this bears repeating, “normally” we 

should expect the DOW to be UP or DOWN 500 or more points in a single day almost once every 

other week!!!!! 

 

2017 was a good year for the stock markets, ALL OF THEM.  The DOW was up 25%.  However, the 

Dow is a narrow index of 30 stocks.  The S&P 500 (a much broader index) was up 19% including divi-

dends, and the NASDAQ was up 27%.  International stocks were also UP.  Developed Markets up al-

most 22% and EMERGING markets up almost 35%.  US small caps were up at bit less around 16%.  

The only area of the stock markets that didn’t see strong gains were in the energy related space.  With 

oil prices breaking out over $60/bbl since the new year, there is a chance oil and energy related stocks 

could be positioned well for 2018. 

 

Bonds, good old “safe” bonds, also had a relatively smooth ride in 2017.  The yield on the 10 year US 

treasury started the year around 2.5% and ended the year around 2.5%.  During the year we only saw 

rates vacillate about .25% either way.  With interest rates flat, most high quality bond funds only man-



 

Registered representatives of and securities offered through Securities America, Inc., Member FINRA/SIPC. Wealth Advisors of and advisory services offered 

through Securities America Advisors, Inc. Generations Wealth Advisors and Securities America are independent entities. 

aged total returns in the 2-3% range.  This has been the case for a few years now, and there is no reason to 

expect rates to drop in the new year, so our BEST case for high quality bonds is we get the dividends for a 

total return in the 2% range.  IF interest rates rise, that could detract from the dividend returns.  Not ex-

citing at all, but this part of your portfolio is designed to be the safe side to provide balance and protection 

against a stock market downturn.   

 

 

We know there is more to bonds than just high quality bonds, there are international and high yield “junk” 

bonds.  After a stellar 2016 with high yield bond returns in the15-20% range, we had to settle for single dig-

it returns in the 5-6% range.  Emerging Market bond funds were the star of the fixed income world in 2017 

up in the 10-15% range.  Diversified bond portfolios paid off again in 2017. 

 

OVER REPORTED and OVER TWEETED….. “Stock markets at all time highs.”  UNDER RE-

PORTE…..corporate profits/earnings in the United States are at ALL-TIME HIGHS.  As is almost al-

ways the case over the long haul, stocks will move up and down based on the earnings of the underlying 

companies.  “Earnings” for the S&P 500 stocks (inflation adjusted) went from about $20 in 2008 to about 

$100 in 2013.  And to no one's surprise, the S&P 500 average went from around 800 to around 1,800.  This 

represented five VERY good years of stock market returns.  In 2014 earnings were essentially flat and the 

stock market began to flatten out. In 2015 earnings were flat again and lo and behold as a result we had a 

flat year in the U.S. stock market.  2016 was much the same until ELECTION DAY.  Flat earnings = 

flat stock market 

 

Things changed in 2017….  After 3 years of  US corporate profits being essentially flat, earnings rose 

around 10% in 2017.  While this does not account for all of the markets rise, something on the order of half 

the market rise is due to RECORD HIGH EARNINGS.  Much of the rest of the record stock market rise 

can be attributed to regulatory reform/reduction, animal spirits (both consumer and corporate confidence 

are at all time highs) and TAX REFORM.  We could spend an entire paper on tax reform but the bottom 

line that we think applies to you can be explained, and hopefully easily understood this way: 

 

Pre tax reform, if XYZ company made $1 Billion in profit, and paid the top corporate tax rate of 35%, 

they would have an AFTER TAX profit of $650 Million.  Let’s say the stock market has decided to value 

XYZ at 20 times that after tax profit or $13 Billion.  IF XYZ were to pay the new 21% top corporate tax 

rate on $1B in profit, that leaves an AFTER TAX profit of $790 Million.  Given the same value of 20 

times earnings, the new value of XYZ company is $15.8 Billion.  Simply speaking if any of us were buying 

a company, we would pay more for the company generating the higher AFTER TAX profits.  This ex-

plains why the stock of some companies may rise in 2018. 

 

Lastly, the Federal Reserve raised interest rates three times in 2017 for a total of .75%.  If  rates go up slow-

ly there may not be much impact.  IF they go up faster, the impact is likely to be greater.  Bottom line 

there will be an effect.  In the past, high yield, floating rate, and international bonds have been less directly 

correlated to US interest rates.  Bond diversification may again be helpful if rates continue to rise in 2018. 

 

So where do we go from here? 

 

Buy low and sell high and diversify.  Diversification works over time, but not every time.  Diversifica-

tion did NOT add a lot of value in 2017.  However, there are too many metaphors and analogies to men-


