
 
Mid-month Commentary 
SOLUTIONS & MULTI-ASSET | APPLIED EQUITY ADVISORS TEAM | MID-MONTH COMMENTARY | JANUARY 2018 

 

Given the powerful beginning to 2018 and the questions we have received 
about the market’s sustainability, we thought it was worthwhile to send a 
short mid-month commentary. 

First, let me start with an interesting take on tax reform I heard this past 
week: 

Warren Buffett said on CNBC's "Squawk Box." "You had this 
major change in the silent stockholder in American business 
who has been content with 35 percent ... and now instead of 
getting 35 percent interest in the earnings they get a 21 
percent and that makes the remaining stock more valuable." 

The billionaire chairman and CEO of Berkshire Hathaway 
worked through the simple math. He said as a result of the 
tax bill a stock owner's share of profits went to 79 percent 
from 65 percent.  

"That's more than a 20 percent increase in the earning 
power. And you've just given it to me, nothing has changed 
in the business," he said. 

Buffett also said the magnitude of the corporate tax rate cut 
is not reflected in the stock market yet. 

"I think 21 percent was not baked in. That's a huge 
reduction," he added.1 

I agree. I think we can conclude that tax reform was NOT baked into stock 
prices at the outset of 2018.  And we are seeing this at the portfolio level for 
the stocks we own. Wall Street analysts have returned from their holidays, 
and as they work through their companies’ lower taxes, they are raising their 
numbers. When this happens, stocks tend to respond positively. At least for 
the stocks we watch.   

So are we nearing the end of this readjustment?  Let’s take a look. 
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Lower taxes impact earnings in two ways.  First is the 
net benefit from paying that “silent stockholder” less.  
The second is what companies will do with the extra 
cash they won’t be paying to that silent stockholder.  
The earnings increases seem to be focused on the first 
benefit and I have seen very little discussion of the 
second. Likely, that is coming. 

But, let’s discuss the first derivative: the tax cut. 

Below is the current consensus 2018 estimate for the 
S&P 500 versus where the 2018 estimate was this 
past December and at the end of 2016. In our January 
2nd outlook call, we mentioned that the number was 
actually lower at the end of December 2017 than it 
was a year ago. That has begun to change, but not by 
much. In our opinion, there is still more to go. I 
suspect by the time Q4 earnings conference calls are 
over, the 2018 numbers will be recalibrated 
substantially higher than the $3.29 they have been 
adjusted so far. Will the market anticipate this in 
advance? So far, not so.  
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As of 
2018 S&P 500 Consensus Earnings 

Estimate (per share) 

1/12/2018 $150.12 

12/20/2017 $146.83 

12/31/2016 $148.80 

Forecasts/estimates are based on current market conditions, 
subject to change, and may not necessarily come to pass. 
Source: FactSet  
 

I think the second derivative is just as important, and 
Wall Street has appeared NOT to be focused on 
this…YET. What are companies going to do with that 
extra cash? In 2017, that cash was going to the US 
government and now it’s staying with the companies 
that earned it. So if the ROE on that money is above 
0%, it will be accretive to earnings. What about cash 
repatriation? Accretive deployment announcements 
should cause yet another round of upward earnings 
revisions. 

So I have a hard time seeing a meaningful market 
pullback into the earnings season which is only getting 
started. But clearly, given the recent strength, the 

market is vulnerable near-term. Expectations of better 
economic growth are high and that has me worried.  
The Citi Economic Surprise Index recently hit its 
highest level in the past five years. And historically here 
is how the market has done when the CESI is north of 
60 as it is currently. 
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Average Annualized Forward 6-Month S&P 
500 Total Return 
January 2003 to December 2017 (daily data) 

 

Source: Leuthold Group 
This index performance is provided for illustrative purposes only 
and is not meant to depict the performance of a specific 
investment. Past performance is no guarantee of future 
results. See Disclosure section for index defintions. 
 

Is this time different?  Ultimately, stocks have tended 
to follow earnings and I do not think the earnings 
revisions are done yet. But near-term ancillary risks 
are growing. I suspect the market will become more 
vulnerable post earnings season. 

One final note which has benefitted our strategies 
greatly this month. As anyone who has read my 
commentaries knows, for some time I have felt the 
most egregiously priced group of stocks has been the 
low volatility/bond proxies. Historically, the stock 
market has not peaked until investors stopped clinging 
to the measure of downside protection this group of 
stocks has tended to provide.  As a result, our 
strategies have been underweight the group for a very 
long time. 
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Yet the low volatility/bond proxy stocks have remained 
richly priced far longer than I have felt possible.  But a 
combination of:  1). higher interest rates, 2). better 
economic data, and 3). more positive investor 
sentiment has finally caused the unwind to begin.  
Notice their relative valuation has recently dropped, 

albeit from a high level.  I suspect any negative 
economic surprise or market weakness will come with 
a short-term counter rally in these stocks.   But longer-
term, their cheapening valuations are entirely 
consistent with the euphoric stage of a bull market.  
And there seems to be a long way to go.
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Source: Factset as of January 12, 2018. Low volatility is measured as average price to book valuation of bottom quintile based on weekly price 
standard deviation going back 20 weeks. Percentile rank of the ratio of Low Volatility P/B vs Russell 1000 P/B with 100% being the most 
overvalued and 0% most undervalued. Past performance is no guarantee of future performance. Indices are unmanaged and not available 
for direct investment. They are shown for illustrative purposes only and do not represent the performance of any specific investment. 
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RISK CONSIDERATIONS 

There is no assurance that a Portfolio will achieve its 
investment objective. Portfolios are subject to market 
risk, which is the possibility that the market values of 
securities owned by the Portfolio will decline and may 
therefore be less than what you paid for them. 
Accordingly, you can lose money investing in this 
Portfolio. Please be aware that this Portfolio may be 
subject to certain additional risks. In general, equities 
securities’ values also fluctuate in response to activities 
specific to a company. Stocks of small-and medium-
capitalization companies entail special risks, such as 
limited product lines, markets and financial resources, 
and greater market volatility than securities of larger, 
more established companies. Investments in foreign 
markets entail special risks such as currency, political, 
economic, market and liquidity risks. Illiquid securities 
may be more difficult to sell and value than publicly 
traded securities (liquidity risk). Non-diversified portfolios 
often invest in a more limited number of issuers. As such, 
changes in the financial condition or market value of a 
single issuer may cause greater volatility. 

DEFINITIONS 

The indexes are unmanaged and do not include any expenses, fees 
or sales charges. It is not possible to invest directly in an index. Any 
index referred to herein is the intellectual property (including 
registered trademarks) of the applicable licensor. Any product based 
on an index is in no way sponsored, endorsed, sold or promoted by 
the applicable licensor and it shall not have any liability with respect 
thereto. The S&P 500® Index measures performance of the large cap 
segment of the U.S. equities market, covering approximately 75% of 
the U.S. market, including 500 leading companies in the U.S. 
economy. The Citigroup Economic Surprise Index is an objective 
and quantitative measures of economic news, defined as weighted 
historical standard deviations of data surprises (actual releases vs 
Bloomberg survey median). A positive reading of the Citigroup 
Economic Surprise Index suggests that economic releases have on 
balance [been] beating consensus. The MSCI World Index is a free 
float adjusted market capitalization weighted index designed to 
measure performance of developed equity markets globally. The term 
"free float" refers to the portion of shares deemed to be available for 
purchase in public equity markets. The Index’s performance is listed 
in U.S. dollars and assumes reinvestment of net dividends.  The 
MSCI Europe Index is a free float-adjusted market capitalization 
index that is designed to measure developed market equity 
performance in Europe. The term "free float" represents the portion of 
shares outstanding that are deemed to be available for purchase in 
the public equity markets by investors. The performance of the Index 
is listed in U.S. dollars and assumes reinvestment of net dividends.  
The MSCI Emerging Markets Index (MSCI EM) is a free float-
adjusted market capitalization weighted index that is designed to 
measure equity market performance of emerging markets.  The MSCI 
Japan Index is is designed to measure the performance of the large 
and mid cap segments of the Japanese market. 

 

 

DISTRIBUTION 

This communication is only intended for and will only be 
distributed to persons resident in jurisdictions where such 
distribution or availability would not be contrary to local laws or 
regulations.  

United Kingdom: Morgan Stanley Investment Management Limited 
is authorised and regulated by the Financial Conduct Authority. 
Registered in England. Registered No. 1981121. Registered Office: 
25 Cabot Square, Canary Wharf, London E14 4QA, authorised and 
regulated by the Financial Conduct Authority. Dubai: Morgan Stanley 
Investment Management Limited (Representative Office, Unit Precinct 
3-7th Floor-Unit 701 and 702, Level 7, Gate Precinct Building 3, Dubai 
International Financial Centre, Dubai, 506501, United Arab Emirates. 
Telephone: +97 (0)14 709 7158). Germany: Morgan Stanley 
Investment Management Limited Niederlassung Deutschland 
Junghofstrasse 13-15 60311 Frankfurt Deutschland (Gattung: 
Zweigniederlassung (FDI) gem. § 53b KWG). Italy: Morgan Stanley 
Investment Management Limited, Milan Branch (Sede Secondaria di 
Milano) is a branch of Morgan Stanley Investment Management 
Limited, a company registered in the UK, authorised and regulated by 
the Financial Conduct Authority (FCA), and whose registered office is 
at 25 Cabot Square, Canary Wharf, London, E14 4QA. Morgan 
Stanley Investment Management Limited Milan Branch (Sede 
Secondaria di Milano) with seat in Palazzo Serbelloni Corso Venezia, 
16 20121 Milano, Italy, is registered in Italy with company number and 
VAT number 08829360968. The Netherlands: Morgan Stanley 
Investment Management, Rembrandt Tower, 11th Floor Amstelplein 1 
1096HA, Netherlands. Telephone: 31 2-0462-1300. Morgan Stanley 
Investment Management is a branch office of Morgan Stanley 
Investment Management Limited. Morgan Stanley Investment 
Management Limited is authorised and regulated by the Financial 
Conduct Authority in the United Kingdom. Switzerland: Morgan 
Stanley & Co. International plc, London, Zurich Branch Authorised 
and regulated by the Eidgenössische Finanzmarktaufsicht ("FINMA"). 
Registered with the Register of Commerce Zurich CHE-115.415.770. 
Registered Office: Beethovenstrasse 33, 8002 Zurich, Switzerland, 
Telephone +41 (0) 44 588 1000. Facsimile Fax: +41(0) 44 588 1074. 

U.S. 

A separately managed account may not be suitable for all investors. 
Separate accounts managed according to the Strategy include a 
number of securities and will not necessarily track the performance of 
any index. Please consider the investment objectives, risks and fees 
of the Strategy carefully before investing. A minimum asset level is 
required. For important information about the investment manager, 
please refer to Form ADV Part 2. 

Please consider the investment objectives, risks, 
charges and expenses of the funds carefully before 
investing. The prospectuses contain this and other 
information about the funds. To obtain a prospectus 
please download one at morganstanley.com/im or 
call 1-800-548-7786. Please read the prospectus 
carefully before investing. 
Morgan Stanley Distribution, Inc. serves as the distributor for  
Morgan Stanley Funds.  

NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY 
LOSE VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT 
AGENCY | NOT A BANK DEPOSIT  
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Hong Kong: This document has been issued by Morgan Stanley Asia 
Limited for use in Hong Kong and shall only be made available to 
“professional investors” as defined under the Securities and Futures 
Ordinance of Hong Kong (Cap 571). The contents of this document 
have not been reviewed or approved by any regulatory authority 
including the Securities and Futures Commission in Hong Kong. 
Accordingly, save where an exemption is available under the relevant 
law, this document shall not be issued, circulated, distributed, directed 
at, or made available to, the public in Hong Kong. Singapore: This 
document should not be considered to be the subject of an invitation for 
subscription or purchase, whether directly or indirectly, to the public or 
any member of the public in Singapore other than (i) to an institutional 
investor under section 304 of the Securities and Futures Act, Chapter 
289 of Singapore (“SFA”); (ii) to a “relevant person” (which includes an 
accredited investor) pursuant to section 305 of the SFA, and such 
distribution is in accordance with the conditions specified in section 305 
of the SFA; or (iii) otherwise pursuant to, and in accordance with the 
conditions of, any other applicable provision of the SFA. In particular, for 
investment funds that are not authorized or recognized by the MAS, 
units in such funds are not allowed to be offered to the retail public; any 
written material issued to persons as aforementioned in connection with 
an offer is not a prospectus as defined in the SFA and, accordingly, 
statutory liability under the SFA in relation to the content of 
prospectuses does not apply, and investors should consider carefully 
whether the investment is suitable for them. Australia: This publication 
is disseminated in Australia by Morgan Stanley Investment 
Management (Australia) Pty Limited ACN: 122040037, AFSL No. 
314182, which accept responsibility for its contents. This publication, 
and any access to it, is intended only for “wholesale clients” within the 
meaning of the Australian Corporations Act. 

IMPORTANT INFORMATION 

EMEA: This communication has been issued by Morgan Stanley 
Investment Management Limited (“MSIM”). Authorised and regulated 
by the Financial Conduct Authority. Registered in England No. 
1981121. Registered Office: 25 Cabot Square, Canary Wharf, London 
E14 4QA. 

There is no guarantee that any investment strategy will work under all 
market conditions, and each investor should evaluate their ability to 
invest for the long-term, especially during periods of downturn in the 
market. Prior to investing, investors should carefully review the 
strategy’s / product’s relevant offering document. There are important 
differences in how the strategy is carried out in each of the investment 
vehicles.  

This material is a general communication, which is not impartial and 
has been prepared solely for informational and educational purposes 
and does not constitute an offer or a recommendation to buy or sell 
any particular security or to adopt any specific investment strategy. All 
investments involve risks, including the possible loss of principal. The 
information herein has not been based on a consideration of any 
individual investor circumstances and is not investment advice, nor 
should it be construed in any way as tax, accounting, legal or 
regulatory advice. To that end, investors should seek independent 
legal and financial advice, including advice as to tax consequences, 
before making any investment decision.  

Except as otherwise indicated, the views and opinions expressed 
herein are those of the portfolio management team, are based on 
matters as they exist as of the date of preparation and not as of any 
future date, and will not be updated or otherwise revised to reflect 
information that subsequently becomes available or circumstances 
existing, or changes occurring, after the date hereof.  

Forecasts and/or estimates provided herein are subject to change and 
may not actually come to pass. Information regarding expected 
market returns and market outlooks is based on the research, 

analysis and opinions of the authors. These conclusions are 
speculative in nature, may not come to pass and are not intended to 
predict the future performance of any specific Morgan Stanley 
Investment Management product. 

MSIM has not authorised financial intermediaries to use and to 
distribute this document, unless such use and distribution is made in 
accordance with applicable law and regulation. Additionally, financial 
intermediaries are required to satisfy themselves that the information 
in this document is suitable for any person to whom they provide this 
document in view of that person’s circumstances and purpose. MSIM 
shall not be liable for, and accepts no liability for, the use or misuse of 
this document by any such financial intermediary.  

This document may be translated into other languages. Where such a 
translation is made this English version remains definitive. If there are 
any discrepancies between the English version and any version of 
this document in another language, the English version shall prevail. 

Morgan Stanley Investment Management is the asset management 
division of Morgan Stanley. 

The whole or any part of this work may not be reproduced, copied or 
transmitted or any of its contents disclosed to third parties without 
MSIM’s express written consent. 

All information contained herein is proprietary and is protected under 
copyright law. 

                                                           
1 “Billionaire investors including Tepper, Buffett-say Trump’s 
‘huge’ tax cut is bullish for stocks.” CNBC. Tae Kim. January 
10, 2018 
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