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Flash Note
DM equities in hard data pricing mode
Equity markets are not discounting US tax reform and are likely
to progress at the pace of 2018 earnings growth forecasts
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Recent hard macro data confirms the
resiliency of the business cycle into
year-end and into 2018.

Equity market fundamentals are improving, with hard data confirming a
strengthening of the global business cycle as we move into a new year.

Improving macro fundamentals sustain developed equities
We are sticking to the core scenario
we set out for 2017 and for 2018, i.e.
developed equity market prices
should increase at the same pace as
expected earnings growth, which
stands at around 10%.
In the current hard data pricing
mode, developed equity market prices
are not pricing in proposals to cut the
standard US corporate tax rate from
35% to 20%.
Valuation levels are high (S&P500
12m Fwd PE of 17.4x and 14.9x for
the Stoxx Europe 600), so any
disappointment would lead to a
significant correction in DM equity
markets.
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The business cycle is one of three macroeconomic risk factors (drivers) we
use for our 2017-2018 top-down central scenario. Whereas soft data
supported developed-market (DM) equities earlier this year, more lately their
performance has been based on improvements in hard business cycle data,
including:


Stronger-than-expected US growth momentum into Q4 (e.g.
nominal exports and consumption), which has caused us to increase
our 2017 US GDP forecast to 2.3% (+0.1pp) and our 2018 forecast to
2.0% (+0.3pp).



A strengthening business cycle in the euro area as well (e.g. second
estimate of Q3 GDP growth), leading us to foresee upside risks to
our 2017 and 2018 GDP forecasts (2.1% and 1.7%, respectively).

Two macro risk factors we use to shape our 2017-2018 scenario provide
further tangible support for DM equity prices:
-

Inflation: recent hard data confirms that inflation pressure remains
mild in both the US and the euro area. We expect the 2017-2018 core
consumer price index to remain slightly below the 2% target set by
the Fed and the ECB alike.

-

Monetary policy: major central banks remain market friendly. The
appointment of Jerome Powell as the Fed’s new chairman is
unlikely to change the course of US monetary policy (we expect
three more 25bps hikes between now and end-2018). In Europe, the
ECB is likely to continue to act cautiously.

All in all, the global macro backdrop is bolstering our 2017-2018 central
scenario for equity markets. More specifically, momentum build-up in DM
hard macro data is improving investors’ visibility on DM corporate profit
growth, which is expected to be the main market risk factor driving equity
markets over 2018.

The drivers behind the rise in developed equity markets
From 1 January to 24 November 2017, developed equity markets rose, mainly
on the back of supportive corporate profit dynamics. In local currencies, the
S&P 500 rose 18.4% in that period and the Stoxx Europe 600 by 9.8%. The
below table breaks down the year-to-date (YTD) return by: 1) dividend yield;

2) the 12-month forward earnings growth in January; 3) the YTD variation of
the 12-month forward earnings growth; and 4) the 12-month forward PE YTD
variation. It is obvious using this breakdown that the bulk of YTD returns
have been driven by earnings.
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Adding up the two earnings factors ((2) and (3) in the table above) one can
gauge that 96% of YTD returns on the Stoxx Europe 600 were due to earnings
growth, compared to 59% for the S&P 500 (chart 1). By way of comparison,
only 37% of the MSCI EM’s YTD returns and 35% of the MSCI AC Asia (ex
Japan)’s were due to earnings growth. The Russell 2000 is an outlier, as its
YTD returns have only increased by 13%, despite earnings growth of around
29%.

Chart 1: Major equity markets’ earnings growth explains most of YTD returns
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Source: Pictet WM - AA&MR, Factset, November 2017, data as of 24.11.2017
market close
Going into 2018, our central scenario is for the same trend to remain in place,
i.e. developed equity market returns should continue to be driven by
earnings growth rather than by shifts in valuations or by dividend yield.

Profit growth to continue to drive equity markets in 2018
In our 2018 equity scenario, we have considered that valuation remains a
sleeping market risk factor for equities, i.e. that valuations will remain
elevated in a supportive macro environment thanks to strong hard data.
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Chart 2: Current valuation levels are set to persist within our central scenario
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Source: Pictet WM - AA&MR, Factset, data as of 24.11.2017 market close
With the macro backdrop providing investors with improved visibility on the
resiliency of corporate earnings growth, we expect DM equity market
returns to match 2018 earnings growth expectations.
Specifically, 2018 consensus earnings growth estimates – and thus return
forecasts - now stand at 11.6% for the S&P500, 8.7% for the Stoxx Europe 600
and 8.8% for the Topix. In short, we expect DM equity markets in general to
deliver returns of the order of 10% in 2018.

Tax cuts are not being priced into US equities
At time of writing, the Trump administration’s plans for corporate tax reform
still had to be passed by Senate. As things stand, our analysis suggests that
US equity markets are still not anticipating any tax cut, preferring instead
to rely on hard data.
There are several reasons why current earnings estimates and equity
valuations are not discounting US corporate tax cuts:


If the corporate tax cut from 35% to 20% currently being discussed
in the US Senate were to be implemented, our calculations show
than expected US earnings growth estimates could be as much as
double from current levels. Instead since January, 2018 earnings
growth estimates for the S&P 500 haves remained range bound
between 10.9% and 12.4% and 2019 earnings growth estimates have
remained stable around 10%.



If investors were anticipating US tax cuts, they would be pushing the
current 12-month forward PE ratio of 17.5x for the S&P500 to even
higher levels (chart 2).



If tax reform were being priced, companies with higher effective
tax rates would be outperforming those that pay lower rates, due to
the relatively higher positive effect on the formers’ earnings.
In particular, small cap indices (whose constituents, with greater
exposure to the US, tend to pay higher taxation rates) would have
significantly outperformed large-cap indices since Donald Trump’s
election.
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In fact, US small caps outperformed US blue chips by 10% in the
immediate aftermath of the US presidential election in November
2016, but their relative outperformance quickly faded (chart 3). Fresh
hopes for tax reform have led to only limited outperformance for
small caps since the end of August.

Chart 3: If tax cuts were being anticipated, small caps would outperform large caps
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Furthermore, chart 4 shows that companies with an effective tax rate above
38% have not outperformed ones with an effective tax rate of 35%.

Chart 4: Companies with tax rates above 38% have not outperformed those with tax
rates of 35%
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These observations underscore the fact that markets are still pricing hard
data, not potential cuts to the corporate tax rate.

DM equity valuations leave no room for disappointment
Given the current low levels of implied volatility and high valuations, any
kind of disappointment would likely trigger a significant correction in DM
equity markets.
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The potential sources of such disappointment include:


Systemic risk stemming from political turmoil in countries such as
Spain or Italy (although this is not our central scenario).



Geostrategic unrest involving North Korea, the US and/or China
(although this is in no one’s interest, as the global economic
equilibrium would be severely jeopardized).



A policy mistake, such as a precipitous tightening of monetary
policy. This is unlikely in our view, as J. Powell is a sound central
banker, the ECB will continue to act prudently, and the People’s
Bank of China is unlikely to deviate from its current stop-and-go
policy.

While we are conscious that risks could increase at some stage, and while
bouts of volatility are to be expected, our current scenario remains
unchanged. But, overall, the persistence of low volatility should continue to
be supportive for equities, even if our expectations are that further equity
market returns are likely to slow down somewhat compared to the current
pace.
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