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Clouds Could Test Investor Resolve
Outlook Summary
Global growth trends remain higher as world experiences synchronized recovery
Maturing earnings growth cycle could increase focus on excessive valuations
Global central banks attempting to thread the needle on policy normalization
Mid-term elections heat up as cyclical bull market approaches maturity
Stock market volatility likely to rise in 2018 and test ability of investors to look past the noise. S&P 500 expected to
consolidate gains of the past two years, trading in wide range and finishing the year near where it begins
Bond yields likely to move higher, with the 10-year T-Note yield reaching 3.0%

Beyond the calm that persisted in the financial markets for the bulk of the year, 2017 was a season of real life
hurricanes. Whether the financial markets can avoid stormy weather in 2018 remains to be seen. While the skies
overhead remain relatively clear for now, there are clouds that have formed on the horizon. The goal here is to
identify what we see as the most significant of those clouds and provide some context for how they might
become more than just what-ifs on the horizon. To be clear, it is not time now to hang the storm shutters, but
knowing where in the basement they are stored may not be such a bad idea.
As great as the financial impact of the storms that pummeled Houston, Florida and Puerto Rico this past year
was, it is dwarfed by the scale of human suffering that did not abate as the winds died down. On top of this, we
can scan the country to see continuing devastation caused by the ongoing opioid epidemic. This is exacerbated
by a caustic political/social environment where we increasingly live near, talk with and listen to only those with
whom we agree. It is said that the first service we can provide each other (just ahead of active helpfulness) is
listening. Perhaps in 2018 we can each take a step toward expanding our comfort zones, striking up
conversations with those we know see the world through a prism that is not our own, and spending time
listening.
We mention this here, because we do not want to lose track of the world outside of investments and the financial
markets at a time when economic growth has accelerated and stocks have rallied to new highs. The uptick in
growth is consistent with an economy that has turned a significant corner on its way to improved long-term
growth.
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Real median household and
personal income moved to
new all-time highs in 2016,
the latest period for which
this data is available. In fact
incomes
had
already
bottomed in 2013 when
“secular stagnation” became
the phrase du jour to
describe
the
current
economic environment. As it
turns out, this may have
been as ill-timed as the White
House Conference on the
New Economy in 2000 (which
included sessions titled “Is
the New Economy Rewriting
Rules on Productivity and the
Business Cycle” and “Is a
Debt-Free U.S. Government
Good For America’s Economic
Future”). These both appear
Source: Ned Davis Research
to have been more of a
glance at the rearview mirror
than a reliable assessment of the road ahead.
Moving into 2018, recession risk appears low at
home and abroad, with economic and stock
market strength being seen on a global basis.
Most areas of the world are seeing bull markets for
stocks and increasingly robust economic expansions.
Before considering 2018, we should pause and reflect
on 2017, a year of investing that was unique in many
ways. We don’t need an exhaustive list to get a sense
of the year that was. These two might suffice:
between November 2016 and November 2017 the
S&P 500 posted 13 consecutive monthly gains (on a
total return basis) and during that time period the
maximum peak-to-trough drawdown (based on daily
closing prices) was only 2.8%. This represents one of
the smallest such pullbacks on record. Despite this
calm and persistent up-trend, we would not conclude
that the experience of 2017 was a hallmark of a new
investing environment. Investors would be welladvised instead to see this passing year as a gift to be
appreciated and not likely to be repeated any time
soon. Proactively considering risk tolerances in
anticipation of a return to more normal volatility
in 2018 would be a great a way to celebrate the
gains of 2017.
Our base case for 2018 (60% likelihood) is that it will
be a year that is pretty much the polar opposite of
2017. The persistent upward trend with no
meaningful pullbacks of 2017 could yield to a
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year where stocks finish relatively near where
they begin while seeing broad swings along the
way. If the clouds on the horizon coalesce into a
more substantial storm, stocks could finish the year
down close to double digits (20% likelihood). On the
other hand, if a new front blows in and the current
clouds dissipate, the expected swings in 2018 could
be more muted than currently expected and stocks
could continue their upward trend, albeit likely at a
somewhat slower pace than was seen in 2017 (20%
likelihood).
Our expectations for 2018 are not grounded in
concerns over new stock market highs in 2017. When
it comes to stocks, what goes up does not necessarily
need to come down. Further, historical experience
shows that making new highs is more bullish for
stocks than not making new highs. The broad
strength in 2017 has been an important factor
keeping the rain clouds at bay. Rather, it is three
specific potential themes for 2018 that could weigh on
stocks and leave investors happily reminiscing about
the placidity of 2017. The lack of drawdowns in 2017
is more likely an historical anomaly than a new
paradigm. A return to even just historically average
pullbacks could leave investors feeling uneasy. The
experience has been that low drawdown years have
tended to be followed with more than just average
pullbacks (seeing average peak-to-trough declines in
excess of 10%).
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Key Themes to Watch
in 2018:

1.
Potential
slowdown in earnings
growth
within
the
context
of
elevated
valuations.
Earnings
experienced a mid-cycle
recession that ended in
the third quarter of 2016.
The recovery in earnings
since then has provided a
boost to stocks. Previous
instances of such midcycle earnings recoveries
suggest the growth in
earnings could soon peak,
moderating
somewhat
over course of 2018. This
history also shows that
Source: Ned Davis Research
stocks
have
struggled
after earnings growth has
peaked during these mid-cycle recoveries. This
could be further exacerbated by valuation indictors
suggesting stocks are expensive by almost any
metric. Our preferred valuation measure shows the
median price/earnings ratio for the S&P 500 at 25x,
the highest level in 15 years and well-above the

Source: Ned Davis Research
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long-term average near 17x. While valuations are a
notoriously poor short-term timing indicator, they
do help identify risk over the longer term.
A meaningful slowdown in earnings is not currently
built into earnings estimates. Current expectations
have the pace of earnings growth moderating only
slightly next year, with
earnings expected to rise
15%
in
2018
after
gaining 18% in 2017.
Importantly,
while
history
suggests
earnings growth could
slow in 2018 current
conditions
are
still
consistent with robust
earnings growth. Tax
reform could provide a
near-term tailwind from
an earnings perspective,
but the key to this may
be the performance of
the economy. Continued
strength (or even a
modest acceleration) in
the economy could help
sustain strong earnings
growth.
We
will
be
keeping an eye on the
economic
surprise
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indexes for evidence that
the economy is delivering
upside surprises which
could help validate the
high
earnings
expectations. It would be
encouraging
to
see
enough strength in the
economy that earnings
estimates actually drift
higher over the course of
the year. We are seeing
that in terms of global
earnings estimates, but
have not, yet, seen it with
respect
to
domestic
earnings (although the
pace
of
downward
revisions to estimates has
slowed).

Source: Ned Davis Research
2.
Experimental
central bank policy and
untested central bank policymakers. Central
banks have already begun to get less friendly to
financial markets, although at this point it would be
premature to label them a headwind. The central
bank balance sheet expansion since 2009 (known
as quantitative easing) has provided ample liquidity

Source: Ned Davis Research
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to the financial markets. Globally, that peaked in
2016 and began to edge lower in 2017. 2018 could
see a pronounced acceleration in this balance sheet
unwind (quantitative tightening). The U.S. Federal
Reserve continues to raise interest rates and has
begun to reduce its balance sheet, the Bank of
England raised rates for the first time in a decade in
late 2017, and the ECB
will be paring its pace of
bond buying in 2018.
Even if this experimental
combination of reduced
liquidity and higher rates
is negotiated successfully,
it seems more likely than
not that a few marketrelated
hiccups
could
emerge along the way.
The key could well be the
inflation outlook – both at
home and abroad. If
inflationary pressures
heat
up,
it
could
require central banks
to
take
more
aggressive
measures
or
risk
losing
the
confidence of the bond
market (pushing yields
higher). If the central
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banks
move
too
aggressively relative to
bond market expectations,
the result could be a
continued flattening and
ultimate inversion of the
yield curve, which has
negative implications for
economic growth. Several
indicators bear watching
on this front – commodity
prices, bond yields, and
the
inflation
indexes
themselves. Already the
Fed could be facing a
delicate
balancing
act.
Yields at the long end of
the Treasury curve remain
relatively low while the
New York Fed’s Underlying
Inflation
Gauge
is
accelerating and moving
toward 3% for the first
time in a decade.

Source: Ned Davis Research

Messaging remains an important component of Fed
policy and striking the right balance between
conflicting signals is always a challenge. This could
be even more so in 2018 given the turnover that is
taking place across the Federal Reserve Board of

Source: Ned Davis Research
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Governors, including the transition at the top, from
Janet Yellen to Jerome Powell as Chair. Market
expectations for tightening seem to lag the
Fed’s own forecasts, stressing the importance
of getting communication right. History shows
new Fed Chair’s tend to struggle in this regard, with
stocks seeing a median
maximum drawdown of
just over 10% in the six
months after a new
leader is installed at the
Fed.

3.
A
maturing
cyclical bull market
heading into mid-term
elections. While the first
year of a new president’s
term is usually bullish for
stocks, mid-term election
years
become
more
challenging.
The
hopefulness of a new
administration’s attempt
to
fulfill
campaign
promises yields to a new
round of campaigning
and electoral grievances.
2018 could shape up to
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be an epic example of this. Midterm elections tend to be cast as a
referendum on the new president,
and with the low approval ratings
of the current president, his record
could face widespread challenges.
Republican
incumbents
have
already bowed out in multiple races
in contested states and districts.
While not wanting to offer a
prediction on the ultimate outcome
of the November elections in terms
of congressional control, it seems
safe to expect the campaign season
and related uncertainty could have
at least its normal impact on
stocks.
While
this
may
ultimately offer opportunity for
tactical investors, the getting
there could be a bumpy ride.

Fundamental Factors (What Could Happen)
• Federal Reserve Policy

Neutral

0

• Economic Fundamentals

Bullish

+1

• Valuations

Bearish

-1

• Investor Sentiment

Bearish

-1

• Seasonal Patterns/Trends

Bullish

+1

• Tape (Breadth)

Bullish

+1

Bullish

+1

Technical Factors (What Is Happening)

Weight of the Evidence =

These electoral headwinds, which begin to blow with
more intensity in the second quarter of the year,
come as the current cycle bull market approaches
maturity. Within secular bull markets (which is where
we seem to find ourselves), cyclical rallies last on
average just under 2 ½ years and see gains of 77%.
The current rally will celebrate its second anniversary
in February, and at the time of this writing (in late
2017) the S&P 500 is more than 40% above its
February 2016 low. For perspective, cyclical declines
within secular bull markets last eight months on
average and see declines just shy of 20% (although
the two most recent cyclical declines have been
somewhat less severe).
Two related factors bear watching and could be
offsets to some of these cyclical concerns. First,
President Trump has never enjoyed broad favorability
as reported in the Gallup presidential approval poll.
Attempts to tarnish his reputation and move voters
against what will be portrayed as his proxies in
Congress may not have a significant effect, especially
if economic confidence remains high. Secondly, the
late 2017 stock market strength has come on a
rotation away from Technology leadership and
toward areas (like the Dow Transports and the
Broker/Dealer Index) that typically lead to
additional stock market gains. While breadth has
improved into this rally, we have not (yet) seen a
sustained spike in the ratio of advancing issues versus
declining issues. If we do see such a breadth thrust, it
could be evidence that the cyclical rally has a new
lease on life and could presage another significant leg
higher for stocks.
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While we can discuss themes and have
identified potential problems on the horizon, we
need to steer clear of taking an investment
stance that is strictly forecast-based. We also
need to consider the evidence currently at hand,
balancing what could be tomorrow against what
is today. While there are potential pit-falls in store
for 2018, the weight of the evidence as we move
toward the New Year remains bullish. If and when the
indicators argue for a more cautious view on stocks,
we will follow suit. Moving prematurely runs the risk
of being held hostage to our cognitive biases. With
the weight of the evidence still bullish, the cyclical uptrend that emerged in 2016 continues to get the
benefit of the doubt. The shift toward international
equity leadership (both developed and emerging
markets) remains ongoing and could continue into
2018.
Given the expected shift toward a more volatile
investing environment in 2018, taking time now to reassess risk tolerances, making asset allocation
adjustments as necessary, may be the most prudent
course for many investors. Beyond that, increased
self-awareness (knowing the cognitive bias and pet
concerns that always pester us) and a healthy dose of
humility (keeping an open mind and being more
willing to reconsider what we know to be the case)
may be important as we navigate what could be a
bumpy 2018. Thanks for reading, now let’s go find
someone to listen to.
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Appendix – Important Disclosures and Analyst Certification
This is not a complete analysis of every material fact regarding any company, industry or security. The opinions
expressed here reflect our judgment at this date and are subject to change. The information has been obtained
from sources we consider to be reliable, but we cannot guarantee the accuracy.
ADDITIONAL INFORMATION ON COMPANIES MENTIONED HEREIN IS AVAILABLE UPON REQUEST
The Dow Jones Industrial Average, S&P 500, S&P 400 and Russell 2000 are unmanaged common stock indices
used to measure and report performance of various sectors of the stock market; direct investment in indices is
not available.
Baird is exempt from the requirement to hold an Australian financial services license. Baird is regulated by the
United States Securities and Exchange Commission, FINRA, and various other self-regulatory organizations and
those laws and regulations may differ from Australian laws. This report has been prepared in accordance with
the laws and regulations governing United States broker-dealers and not Australian laws.
Copyright 2017 Robert W. Baird & Co. Incorporated
Other Disclosures
United Kingdom (“UK”) disclosure requirements for the purpose of distributing this research into the UK
and other countries for which Robert W. Baird Limited (“RWBL”) holds a MiFID passport.
This material is distributed in the UK and the European Economic Area (“EEA”) by RWBL, which has an office at
Finsbury Circus House, 15 Finsbury Circus, London EC2M 7EB and is authorized and regulated by the Financial
Conduct Authority (“FCA”).
For the purposes of the FCA requirements, this investment research report is classified as investment research
and is objective. The views contained in this report (i) do not necessarily correspond to, and may differ from, the
views of Robert W. Baird Limited or any other entity within the Baird Group, in particular Robert W. Baird & Co.
Incorporated, and (ii) may differ from the views of another individual of Robert W. Baird Limited.
All substantially material sources of the information contained in this report are disclosed. All sources of
information in this report are reliable, but where there is any doubt as to reliability of a particular source, this is
clearly indicated.
Robert W. Baird Group and or one of its affiliates may at any time have a long or short position in the
company/companies mentioned in this report. Where the Group holds a long or short position exceeding 0.5%
of the total issued share capital of the issuer, this will be disclosed separately by your RWBL representative upon
request.
This material is only directed at and is only made available to persons in the EEA who would satisfy the criteria of
being "Professional" investors under MiFID and to persons in the UK falling within articles 19, 38, 47, and 49 of
the Financial Services and Markets Act of 2000 (Financial Promotion) Order 2005 (all such persons being
referred to as “relevant persons”). Accordingly, this document is intended only for persons regarded as
investment professionals (or equivalent) and is not to be distributed to or passed onto any other person (such as
persons who would be classified as Retail clients under MiFID).
Robert W. Baird & Co. Incorporated and RWBL have in place organizational and administrative arrangements for
the disclosure and avoidance of conflicts of interest with respect to research recommendations. Robert W. Baird
Group and or one of its affiliates may be party to an agreement with the issuer that is the subject of this report
relating to the provision of services of investment firms. An outline of the general approach taken by Robert W.
Baird Limited in relation to conflicts of interest is available from your RWBL representative upon request. Baird’s
policies and procedures are designed to identify and effectively manage conflicts of interest related to the
preparation and content of research reports and to promote objective and reliable research that reflects the truly
held opinions of research analysts. Analysts certify on a quarterly basis that such research reports accurately
reflect their personal views.
Robert W. Baird & Co.
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This material is not intended for persons in jurisdictions where the distribution or publication of this research
report is not permitted under the applicable laws or regulations of such jurisdiction.
Investment involves risk. The price of securities may fluctuate and past performance is not indicative of future
results. Any recommendation contained in the research report does not have regard to the specific investment
objectives, financial situation and the particular needs of any individuals. You are advised to exercise caution in
relation to the research report. If you are in any doubt about any of the contents of this document, you should
obtain independent professional advice.
RWBL is exempt from the requirement to hold an Australian financial services license. RWBL is regulated by the
FCA under UK laws, which may differ from Australian laws. As such, this document has not been prepared in
accordance with Australian laws.
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