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Executive Summary: We believe the strong U.S. equity market returns in 2017 were primarily 
driven by supportive monetary, fiscal, and regulatory policy. And, the nearly unchanged yield in 
the 10-year Treasury (2.40% at year-end 2017 versus 2.44% at year-end 2016, according to 
Bloomberg) was in our view due in large part to declining inflation, and resistance by some 
Federal Reserve officials to raising interest rates more aggressively given low inflation and a 
flattening yield curve.  

We are forecasting approximately that the S&P 500 to reach 2959 at the end of 2018, and the 
10-year Treasury yield to rise to 3.00%, as real GDP accelerates to 3.0%. Also by year-end 
2018, we approximately expect unemployment to fall to 3.8%, and core PCE inflation to grow 
1.7%. Among the myriad risks that exist to our base case forecast, the top risks we foresee are 
overly aggressive monetary policy, U.S. political uncertainty, and geopolitical instability 
associated with North Korea as well as Iran-Saudi Arabia.      

 

Reflecting on 2017: The 20+% gain in the S&P 500 in 2017 was primarily fueled, in our view, 
by three of the most important macro variables -- monetary, fiscal and regulatory policy.  

The Federal Reserve pursued a “do no harm” policy approach, raising short-term interest rates 
to a degree the market was seemingly able to digest, with three quarter point hikes from a 0.50-
0.75% target band to 1.25-1.50%.  

And contrary to what many had expected during the first half of the year, $1.5 trillion in tax cuts 
were ultimately passed by the Republican-controlled Congress; the key features of which were 
a permanent reduction in the corporate tax rate to 21% and temporary individual income tax 
cuts.  

Prior to this year’s tax reform, the United States had the fourth highest statutory corporate 
income tax rate in the world, according to the Tax Foundation; whereas now, it is pegged almost 
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two percentage points below the world average of 22.96%.1 This bodes well for U.S. 
competitiveness.    

In September, the implied probability in Predictit betting markets of a corporate tax cut being 
passed by year-end was less than 30%, showing how much skepticism was caused by the 
apparent Republican discord earlier in the year and the party’s failure to pass healthcare reform, 
among other things. We believe the tax cut “surprise” of recent months was an important factor 
behind the nearly 9% rally in the S&P 500 since Congress returned from August recess.  

In addition to these business-friendly macro factors, deregulation has arguably been a tailwind 
for equities since President Trump took office. One of the President’s first actions after 
Inauguration Day was, as Time Magazine called it, “the most aggressive regulatory rollback in 
history.” Trump’s “two-for-one” executive order required federal agencies to ensure that the 
economic costs of two so-called deregulatory actions equal or exceed the costs of each new 
regulatory action.2 3 By July, according to CNBC, federal agencies had withdrawn 469 proposed 
regulations, including 19 with an economic impact of $100 million or more.4  

In terms of the economic statistics, growth and employment figures in 2017 trended favorably. 
Quarter-over-quarter GDP grew 3.3% in Q3 2017, compared to 1.8% in Q4 2016; while the 
unemployment rate declined to 4.3% in September 2017, compared to 4.7% in December 
2016.5    

Arguably, the strong growth and employment trend was a fundamental reason for the Federal 
Reserve raising the federal funds rate in three quarter point increments.  

But, now at the end of 2017, low and declining inflation is creating a conundrum for monetary 
policymakers. Core PCE inflation declined to 1.4% in September 2017, compared to 1.9% in 
December 2016.6 Economic strength in the face of declining inflation that is well below 2% does 
not necessarily warrant aggressive interest rate increases.   

This month, Minnesota Federal Reserve Bank President Neel Kashkari lamented, “Why are we 
raising rates when inflation is low and falling?”7 Another policy dove, St. Louis Federal Reserve 
Bank President Jim Bullard, also said this month, “There is a material risk of yield curve 
inversion over the forecast horizon if the FOMC continues on its present course of increases in 

                                                           
1 Corporate Income Tax Rates around the World, 2017; https://taxfoundation.org/corporate-income-tax-rates-around-the-world-2017/ 

2 How Trump launched the biggest regulatory rollback in American history; http://theweek.com/articles/723199/how-trump-launched-biggest-
regulatory-rollback-american-history 

3 Under Trump, Regulation Slows to a Crawl; https://www.politico.com/agenda/story/2017/06/07/trump-regulation-slowdown-000446 

4 Trump Stops Hundreds of Planned Regulations; https://www.cnbc.com/2017/07/20/trump-stops-hundreds-of-planned-regulations.html 

5 Sources: Bureau of Economic Analysis; Bureau of Labor Statistics. 
6 Source: Bureau of Economic Analysis. 

7 Fed's Kashkari: I'm against rate hikes due to low inflation, but the GOP tax bill could change that; https://www.cnbc.com/2017/12/19/feds-
kashkari-i-vote-against-rate-hikes-because-of-low-inflation-and-troubling-bond-market-signals.html 
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the policy rate… Yield curve inversion is a naturally bearish signal for the economy. This 
deserves market and policymaker attention.”8  

Low inflation and the emerging debate within the Federal Reserve in some ways explain why, 
despite three quarter point rate increases by the Fed, the 10-year Treasury yield remained 
essentially flat this year, recently trading at 2.40% compared to 2.44% at the end of 2016.9 
Arguably, the Treasury market today does not expect an aggressive rate-hiking campaign as 
inflation remains subdued and well below the Fed’s 2% target.  

Thinking about 2018… 

Growth and Inflation 

GDP: We estimate that the $1.5 trillion in tax cuts passed by Congress will cause real GDP to 
grow approximately 3.0% in 2018.  

Our GDP estimate mainly assumes: 1) that the tax savings earned by corporations will be 
reinvested into their respective businesses and yield a return on investment consistent with the 
historical norm (where each $1 invested yields 44 cents in return, on average)10; 2) 12% of the 
approximately $2.6 trillion in earnings held abroad will be repatriated and reinvested (consistent 
with the 2004 repatriation precedent)11; and 3) there will be a small sustained impact from the 
temporary individual income tax cuts. 

Quite simply, we believe the U.S. growth trajectory is strong going into 2018.  

 

                                                           
8 Bullard Addresses the Risk of Yield Curve Inversion; https://www.stlouisfed.org/news-releases/2017/12/01/bullard-addresses-risk 
9 Source: Bloomberg. 
10 The Woodhill Equation, by Louis Woodhill.  
11 “Where the Money Really Went: A New Understanding of the AJCA Tax Holiday”, March 6, 2014, by Thomas Brennan, Northwestern 
University.  
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Unemployment: With real growth expected to accelerate next year to 3%, we believe the 
unemployment rate will decline to approximately 3.8% by the end of 2018. This would be a 
record low for the modern era (post-1971), versus the record low of 3.9% in December 2000.  

We would suggest, however, that in such a scenario the employment landscape would have 
been stronger in 2000 when the labor force participation rate was 67.0%. Presently, the 
participation rate is approximately 62.7%.12 

 

 

Inflation: As growth and employment improve, we expect the core PCE inflation index to 
sustainably reverse its 2017 downtrend and grow approximately 1.7% year-over-year by the end 
of 2018. Currently growing at 1.4%, we believe an upturn in this inflation statistic will be an 
important trend for monetary policymakers who have either worried about the Fed’s credibility to 
fight deflation, or have on the other hand been adamant that the decline in inflation during 2017 
was transitory and thus policy must be hawkishly focused on limiting any potential outbreak of 
inflation.  

                                                           
12 Source: Bureau of Labor Statistics. 
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Stocks in 2018: In our November 2017 commentary to clients, we wrote: 

During the near-term, the passage of tax reform and the continuation of moderate Fed 
policy could easily extend the strong market trend of the last year. If fiscal and 
monetary policy (the “twin pillars of productivity”) remain supportive, then the future 
remains bright. 

But there are a handful of looming risks, and investor expectations are high. The bar 
has been set high for the major macro variables to perform well as we close out 2017. 
For investors today, there isn’t much room for error. 

Indeed, we believe today’s financial markets are pricing in a lot of good things, and not a lot of 
bad. For example, the VIX volatility gauge is uncommonly low below 10, and the Moody’s Baa-
Aaa credit spread is especially tight near 70 basis points. Historically, it is in these conditions 
that contrarianism can be attractive. The important question for us is, how long will these “good 
times” last?  

Consistent with our statement last month about supportive monetary and fiscal policy (and 
particularly in light of the recent tax cuts), we believe current macroeconomic conditions will 
allow today’s favorable market trend to continue into 2018.      
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We believe S&P earnings will grow to approximately $151.75 per share by year-end 2018 and 
the earnings multiple will rise to 19.5 times earnings. As a result, we forecast a year-end 2018 
target of 2959 for the S&P 500. This is nearly a 10% return from current levels, not including 
dividends.  

This optimistic scenario is based on our expectations that the Fed will continue to pursue a non-
aggressive policy course, recently enacted tax cuts will incentivize further risk-taking and 
growth, and deregulation will continue to reduce the cost or uncertainty of doing business. 

Bonds in 2018: We believe the Treasury market is just beginning to account for tax cuts and 
the prospects of stronger growth and inflation next year, which in turn should push long-term 
interest rates higher.  

Recent bond market behavior might be revealing something important. Notably, on December 
15, 2017, when Senators Corker and Rubio finally agreed to support the GOP tax bill, the 10-
year Treasury yield began to rise from 2.34%, and now trades at 2.48%. During the same time, 
the yield curve began to steepen, with the spread between 2 and 10-year Treasuries widening 
from 52 basis points to 62 currently.  

 

In our view, if economic data throughout 2018 confirm our forecasts for stronger GDP growth, 
lower unemployment, and higher inflation, it will push the 10-year Treasury higher and steepen 
the yield curve (as defined by the 2-year, 10-year Treasury spread).  
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Within this framework, we forecast the 10-year Treasury yield to end 2018 at approximately 
3.00%. Furthermore, we expect U.S. credit spreads to generally remain tight; with the Baa-Aaa 
spread, for example, staying below 90 basis points. 

Risks to the Outlook: Our preceding base case forecast for the next year is certainly not 
without risks. We believe the handful of 2018 risks include an overly aggressive monetary 
tightening cycle among the major central banks (Fed, ECB, BOJ), waning investor confidence in 
forward earnings estimates, European Union instability/divisiveness, worsening trade tensions, 
political uncertainty, unexpected regulations, and geopolitical instability. 

Among the risks, we are especially concerned about an overly aggressive Fed, Trump 
impeachment fears, and the North Korean and Iranian/Saudi variables.  

Fed Risk: Of our three major forecasts for the monetary, fiscal and regulatory outlooks, we 
believe the one most at risk of deviating from our expectations is Fed policy. 

With real GDP growth forecasted to reach 3% and unemployment to break below 4%, it is likely 
that the calls by some economists and policymakers for higher interest rates will increasingly 
grow throughout 2018 out of fears that accelerated growth and falling unemployment will ignite 
wage-push inflation, or that a bourgeoning “asset bubble” is emerging and must be restrained.  
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Indeed, at least in our base case scenario, headlines in 2018 will likely herald a soaring stock 
market or historically low unemployment. Perhaps we will see headlines such as “Stocks 
Continue to Smash Records”, “Dow Breaks 27,000”, or “Unemployment Falls Below 4%”. We 
also anticipate inflation readings, such as the core PCE index, to start trending closer to 2%, 
which is generally believed to be the Fed’s inflation target.  

For Philips Curve proponents who believe that strong growth and employment inflame 
inflationary pressures, this may be too much of a good environment to simply push the federal 
funds rate to 2.00-2.25%, which is the median level where Fed officials expect it to be at the end 
of 2018. The calls may grow to increase the funds rate even more aggressively, or to reduce the 
Fed balance sheet more than currently anticipated.  

At same time, a potential rise in the 10-year Treasury yield from 2.48% to 3.00% and a 
steepening in the yield curve would arguably give the Fed more room or flexibility to tighten 
policy. 

Given that the purpose of raising interest rates is to slow economic growth at the margin (due to 
the so-called “transmission mechanism”) and a sharply reduced Fed balance sheet will likely 
cause meaningful dollar strength within an already low inflation environment, we believe a more 
aggressive Fed policy approach than currently telegraphed will limit equity gains relative to our 
current base case scenario.  

U.S. Political Uncertainty: Doug Jones’ December 12th election victory in Alabama has 
changed the outlook for the 2018 midterm elections. According to the Predictit betting market, 
on December 11, the odds of Democrats regaining control of the House and Senate were 55% 
and 32%, respectively. By December 21, the odds grew to 64% and 43%.  

The growing probability of Democrats regaining the Senate, at least according to this betting 
market, is especially noteworthy because in 2018, Republicans may beperceived by many to 
have the political upper-hand. In 2018, Republicans will control 51 seats in the Senate, and 
Democrats 49. Democrats will be defending 24 seats plus 2 independents, while Republicans 
will be defending 8 seats. Quite simply, Democrats have more seats to lose. But even more, 
Democrats will be defending 10 seats in states won by Donald Trump, while Republicans will be 
defending only 1 seat in a state won by Hillary Clinton. 

While we believe an impeachment of President Trump is a very low probability, growing fears 
about such a scenario should not be disregarded. Indeed today, some Democrats have already 
introduced articles of impeachment, there is a realistic possibility of Democrats regaining control 
of both the House and Senate, and the existing investigation by Special Counsel Robert Mueller 
creates seemingly countless uncertainties.  

Perhaps this explains why the Predictit betting market currently indicates a 37% probability of a 
Trump impeachment by the end of the President’s first term. 

To provide some context for thinking about such an extreme scenario, the impeachment 
proceedings against President Clinton in 1998 may be a useful case study. While the Russian 
debt crisis also occurred in late 1998, it appears that the Clinton experience partly correlated 
with a temporary deterioration (or “risk off” environment) in credit markets. In total, the Baa-Aaa 
credit spread widened almost 40 basis points between the release of the Ken Starr report in 
September 1998 and the beginning of the Senate impeachment trial in January 1999.  



9 
 

Interestingly, however, the S&P 500 seemed to brush off the Clinton impeachment proceedings 
as well as events in Russia, rallying over 21% between the Starr report’s release (September 8, 
1998) and the peak in the Baa-Aaa spread (January 5, 1999, which was two days before the 
Senate formally began the impeachment trial).13 Given this perspective, it begs the question 
whether in any possible Trump impeachment scenario, will high yield bonds be more vulnerable 
than equities? 

 
Geopolitical Instability (North Korea; Iran/Saudi Arabia): The North Korean variable in some 
sense is a black box where no one seems to know what is going on with 100% certainty, given 
the enigmatic North Korean regime. Notwithstanding, we view the saber-rattling to be 
dangerous, and already responsible for some market volatility and bouts of stock weakness.  

For instance, we believe the temporary eruption in volatility in August and weakness in the S&P 
500 were strongly correlated with the rhetorical exchanges between the United States and North 
Korea.  

On August 8, Trump promised to meet North Korean nuclear threats “with fire, fury and frankly 
power, the likes of which the world has never seen before"; shortly thereafter, the North Korean 
government threatened to fire an ICBM missile near the coast of U.S. territory, Guam. In 
response on August 11, President Trump stated, ″military solutions″ were "fully in place, locked 

                                                           
13 Clinton Impeachment Timeline, https://www.theguardian.com/world/1998/nov/18/clinton.usa 
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and loaded, should North Korea act unwisely".14 Ultimately, the situation seemed to start 
deescalating after August 15 when Kim Jong-Un backed down and delayed his threatened 
missile test, and then on August 21-23 when U.S.-South Korean military exercises weren’t met 
with any provocation by North Korea.  

Given the recent threats by the North Korean regime and its nuclear technological 
advancements (it supposedly tested a nuclear bomb equivalent to 17 times the size of that used 
on Hiroshima), the North Korean variable is top geopolitical concern.15 

 

We are also concerned that the “cold war” between Iran and Saudi Arabia is getting hotter. 
Saudi Arabia is purportedly nervous about growing Iranian influence in the region since the 
1990s, and particularly recently in Iraq, Syria and Yemen. Even more, earlier this week on 
December 19, Saudi Arabia revealed that it had intercepted a missile fired by Houthi rebels on 
Riyadh.16 Many in the Saudi government allegedly believe these missiles, as well as advanced 
                                                           

14 Trump: military solutions 'locked and loaded' against North Korea threat, https://www.reuters.com/article/us-northkorea-missiles-
trump/trump-military-solutions-locked-and-loaded-against-north-korea-threat-idUSKBN1AR15M 

15 “What made North Korea’s weapons programs so much scarier in 2017”, by Adam Taylor and Tim Meko, December 21, 2017, Washington 
Post. 

 

16 “Saudi Arabia intercepts Houthi missile fired toward Riyadh; no reported casualties”, by Katie Paul and Rania El Gamal, December 19, 2017, 
Reuters. 
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roadside bombs in the country’s eastern province, are being supplied by the Iranian 
government.17 Given these serious, acute tensions and the likely pressure on the new Saudi 
Crown Price Muhammad Bin Salman to demonstrate a firm resistance to any Iranian threats, 
the Saudi-Iranian variable ranks highly on our list of geopolitical risks.  

*** 
Disclosures: 

• Past performance may not be indicative of future results. Therefore, no current or 
prospective client should assume that the future performance of any specific investment, 
investment strategy (including the investments and/or investment strategies 
recommended by the adviser), will be profitable or equal to past performance levels.  

• This material is intended to be educational in nature, and not as a recommendation of 
any particular strategy, approach, product or concept for any particular advisor or client.  
These materials are not intended as any form of substitute for individualized investment 
advice.  The discussion is general in nature, and therefore not intended to recommend 
or endorse any asset class, security, or technical aspect of any security for the purpose 
of allowing a reader to use the approach on their own.  Before participating in any 
investment program or making any investment, clients as well as all other readers are 
encouraged to consult with their own professional advisers, including investment 
advisers and tax advisors.  Camelot Portfolios LLC can assist in determining a suitable 
investment approach for a given individual, which may or may not closely resemble the 
strategies outlined herein. 

• Any charts, graphs, or visual aids presented herein are intended to demonstrate 
concepts more fully discussed in the text of this brochure, and which cannot be fully 
explained without the assistance of a professional from Camelot Portfolios LLC.  
Readers should not in any way interpret these visual aids as a device with which to 
ascertain investment decisions or an investment approach.  Only your professional 
adviser should interpret this information. 

• Different types of investments involve varying degrees of risk, and there can be no 
assurance that any specific investment will either be suitable or profitable for a client's 
investment portfolio.  

• The S&P 500 is an unmanaged index used as a general measure of market 
performance.  You cannot invest directly in an index. Accordingly, performance results 
for investment indexes do not reflect the deduction of transaction and/or custodial 
charges or the deduction of an investment-management fee, the incurrence of which 
would have the effect of decreasing historical performance results.  

• The NASDAQ Composite Index includes all domestic and international based common 
type stocks listed on The NASDAQ Stock Market.  

                                                           

17 “What’s behind the feud between Saudi Arabia and Iran? Power.”, by Amanda Erickson, December 20, 2017, Washington Post. 

 



12 
 

• The Bloomberg Barclays U.S. Aggregate Bond Index is a broad-based benchmark that 
measures the investment grade, U.S. dollar-denominated, fixed-rate taxable bond 
market. The Index includes Treasuries, government-related and corporate securities, 
MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS and CMBS (agency and 
non-agency).  

• Some information in this presentation is gleaned from third party sources, and while 
believed to be reliable, is not independently verified 
 


