A Taxing Proposition
PCM Report September 2017
The markets are trading within 2% of their all-time high but the
luster of the “Trump Trade” has mostly vanished. All eyes are
fixated on whether Congress can deliver on tax reform and how
important that might be to the markets. Could another round of
over-promise and under-deliver (think healthcare) by the
President and Republican-controlled Congress be the straw that
breaks the market's back?
Congress’ priority when returning from their August recess will be
to pass a spending bill and raise the debt ceiling. Regarding the
tax reform debate, it is interesting to compare how the U.S.
compares with the rest of the developed world with respect to
taxes.
• U.S. marginal corporate tax rate is highest in the developed
world
• Only Ireland has a lower total
tax burden than the U.S.
• The
U.S.
is
the
only
industrialized country without
a national Value-Added Tax
(VAT)
• Deficits as a percentage of
GDP is among the highest in
the world
The current tax code is based on
income and profits while most of
the world calculates taxes based
on consumption. Less than 18% of
U.S. government revenues come
from taxes on goods and services
compared to an average of 33% in
the developed world (source: OECD). This explains why
government revenue stands at 27% of GDP in the U.S. versus
and average of 39% across the Eurozone (OECD). While nearly
everyone can agree that tax reform is needed, specific changes
to the tax code bring as many opinions as determining what
healthcare reform should look like.
On the corporate level, reform is needed to level the playing field.
The effective tax rate depends on how big the company is (IRS
data):
• Over $100 million in sales average 22.8%
• Between $10 and $100 million in sales average 32.2%
• Below $10 million in sales average 27.5%

The challenge is to devise a tax plan that encourages
competitiveness and economic growth while
generating the funding needed for entitlement
spending that remains politically off-limits.
Large multi-nationals have a significant advantage over domestic
companies in terms of their average tax rate. Most agree that
corporate profits should be taxed at similar rates, removing the
incentive to keep profits offshore.
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Personal income tax also has challenges. According to the most
recent IRS data available:
• 4.2% of taxpayers pay 63% of all taxes (income of $200,000
and higher)
• 16% of taxpayers pay 86% of all taxes (income of $100,000
and higher)
• 45% of taxpayers have a tax rate of -8.5% (income below
$30,000)
The challenge is to devise a tax plan that encourages
competitiveness and economic growth while generating the
funding needed for entitlement spending that remains politically
off-limits. This can probably only be accomplished through a
Value Added Tax or BAT (border adjustment tax). The
Congressional
Budget
Office
(CBO) forecasts that spending on
entitlements will increase from
74% today to 84% by 2027. Just
10 years ago there were 4.7
people aged 20-64 for each person age 65+. That number will fall
to 2.6 people by the year 2040
making consumption based taxes
even more important.
How important is tax reform to the
markets? Ed Yardeni, president of
an eponymous firm, thinks not
very important. “The reality is the
economy doesn’t really need
stimulus. It’s already doing
remarkably
well
despite
Washington.” That is certainly a minority opinion given current
market stats:
• S&P trades 60% above its average long-term 12-month
trailing earnings
• Shiller Cyclically Adjusted Price Earnings (CAPE) Ratio is
nearly 100% above its long-term average (only 1929 and
2000 were higher)
• Financial engineering (buybacks, Mergers & Acquisitions or
M&A) shows signs of exhaustion
• U.S. market capitalization as a ratio of GDP, the “Buffett
Yardstick”, is the 2nd highest in history
Risk aversion is almost non-existent today suggesting the next
correction will be swift and steep. Just because analysts cannot
identify the cause of the next correction does not mean it will not
happen, just that the risk cannot be priced in.
The last 8 months leave us skeptical that meaningful reform will
be achieved this year. If comprehensive tax reform is passed, it
could be the fuel stocks need to increase their earnings and bring
valuations back in line with long term
averages. Retail,
restaurants, and entertainment that typically have the highest
effective tax rates will benefit the most. Companies like Disney or
Nordstrom are unlikely to build new theme parks or retail stores.
They would have increased cash flow to reward investors through
stock buybacks and higher dividends.
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Moving the Markets
Good News Bears

Debt Ceiling Drama

Goodbye Mortgage Interest Deduction?
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Earnings for Q2 are in the books and •
while they were quite strong the
market’s reaction was less than positive.
When stocks fall on strong earnings it
may be a sign that there are few
catalysts remain to move markets
higher. 73% of companies in the S&P
500 reported higher than expected earnings (5-year average of 68%) and those •
earnings beat by an average of 6.1% (5year average 4.1%). The strong upside
surprises resulted in earnings growth of
10.2% today versus just 6.4% on June
30th.
Companies
beating
their
consensus estimate have typically risen
by 1.4% over a 4-day period (2 days •
before, 2 days after) this quarter actually
saw those companies lose 0.3%. It is
the first time since Q2 2011 that companies reporting higher than expected
earnings were greeted with negative
stock performance (Source: FactSet).
Trump made the bold claim that he
would make an attempt at preventing •
the debt ceiling from being raised if an
agreement was not made in building the
wall along the U.S. and Mexican border.
The market is weighing in through
Treasury bills. Yields on bills due
October
5
moved
to
1.175%,
surpassing the highest level since mid •
August according to Bloomberg. Bills
that mature in October, when the debt
ceiling is hit, have higher yields than
yields on bills maturing earlier or later.
This is
demonstrated in the chart
below,
showing the spike in yields
coincident with the debt ceiling. A
government shutdown in the name of •
political wrangling is not unprecedented. In 2013, the government shut down
for 16 days after congress could not
come to an agreement on the Affordable Care Act.

The Trump administration campaigned •
on a major overhaul of the U.S. tax
code. One of the key points of their
agenda was to reduce taxes,
particularly the corporate tax rate,
which would be lowered to 15% from
today’s 25% rate. The idea of cutting
taxes to stimulate economic growth is
reminiscent of Regan’s 1980s agenda.
Trump has previously stated that the
mortgage interest deduction (MID) •
would not be touched. However, it
seems now that all options are on the
table to make up the shortfall in
revenue from lower corporate and
individual tax rates. The MID is one of
the most popular deductions, and any
efforts to restrain the amount
homeowners can write off on their
taxes will be highly scrutinized.
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1-day stock performance was
+.59% for companies beating
estimate and -4.70% for companies
reporting worse than expected
earnings.
In-line
companies
experienced a drop of -2.8%
(Source: 361 Capital).
48% of the companies beating their
estimate experienced a decline in
stock price over the 4 days by an
average of -4.0%, the worst
performance in more than 9 years
(Source: FactSet).
Poor forward guidance was not the
reason for the pitiful performance of
companies
posting
positive
earnings
surprises.
Analyst
revisions have moved higher and
fewer companies issued negative
guidance than on average.
Trump is requesting $1.6 billion to
build the wall along the southern
border, rejected by Democrats. The
inability to pass legislation fuels
Trumps desire to try to force the
hand of Congress, using the debt
ceiling as leverage.
Yields on Treasury bills provide an
indication of the premium investors
expect for lending to the U.S.
government. The spike in the chart
makes it clear that investors expect
a premium given the possibility of
Congress shutting down.
Yields on Treasury bills have
steadily increased since November
of 2016

One very likely scenario is that the
GOP will cap the MID to some limit,
perhaps to $500,000. By some
measures this will raise an
additional $300 billion in tax
revenue. Under this scenario,
middle class households with
smaller mortgages can still take
advantage of the deduction.
The real estate industry will
certainly weigh in on the issue.
Eliminating or restricting the MID
might be decried as an effective tax
increase on current homeowners,
and make home ownership less
affordable. Realtors would likely
paint a grim picture for housing
prices if the MID were restricted.
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Analyst Corner
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Macro View – Jobs Report and Inflation

Taking Stock – Invasion of the Machines

There has been quite a bit of discussion on whether
quantitative easing (QE) continues to work in propping up
global equity markets. One need not look much further than the
Thomson Reuters chart below to see an aggregate of the
steady increase in the balance sheets of the Fed, the
European Central Bank (ECB), Bank of Japan, and Bank of
England against a similar rise in returns of the S&P 500. In
total, the four central banks have bought $14 trillion of assets.
The Fed has made it clear that they have a desire to begin
reducing their $4.5 trillion dollar balance sheet while the ECB
has indicated that they will begin reducing bond purchases in
2018. Notes from the Fed meeting the last week of July
demonstrated that the Fed’s intention is to keep rates low for a
prolonged period of time until inflation begins to increase. This
is leading analysts to believe that equities will continue to climb
higher until a more aggressive approach is taken in raising
rates.

Pricewaterhouse Coopers (PwC) produced a study
demonstrating the impact automation will have on the job
market both internationally and in the US. Automation and
employment have deep implications around earnings and
financials that impact the company’s stock price. Evaluating
the fundamentals of a company should include analysis of the
impact of automation on future valuations. The bottom line of
the report, shown in the PwC chart below, is that by the early
2030s, 38% of US jobs are at high risk of automation The
PwC study analyzed the broad occupation, specific tasks
within a given job, routine tasks, social skills, literacy involved,
and education and training required. Water, sewage, and
waste management jobs are at the highest risk. Lowest risk of
losing work as a result of automation occurred in education
and domestic personnel jobs. The US was found to be more
susceptible to job loss as a result of automation because of
service industries such as finance and insurance that have a
recent trend towards automation.

Fixed Income – Lost Protection

Technical – PUT Up Or Shut Up

Underpricing risk in the capital markets has become almost
chic. As Central Banks flood the markets with excess liquidity
and keep yields artificially low, income investors are searching
for yields possibly in all the wrong places. The leveraged loan
sector is a great example where lender/investors are allowing
the foxes (borrowers) to mind the hen house. In 2007, 30% of
U.S. loans and just 8% of Euro loans were considered
covenant lite. Today that number is 75% in the U.S. and 60% in
Europe according to data from S&P Global Market Intelligence.
Leveraged loans are popular because they provide higher
yields than investment-grade bonds, have specific assets
pledged as collateral, and are floating-rate. Covenants like
minimum earnings before interest, tax, depreciation and
amortization (EBITDA) or caps on debt-to-equity used to be
common on these loans but not any more. Investors might want
to brush up on their Latin; Caveat Emptor.

While overall market volatility has remained mild, the action
in the option pits is heating up and it appears that
sophisticated investors looking to hedge market exposure.
Technical analysis is a reflection of investor sentiment that
drives short-term pricing in the markets. An effective way to
gauge what institutional investors are expecting is to look at
the ratio of put options being purchased versus call options.
The higher the put/call ratio moves the more bearish
investors are becoming. According to CBOE data, the put/
call ratio recently hit a 2-year high at just over 2.25
suggesting experienced investors are more interested in
protecting against the downside risk of the market than trying
to realize the upside. If the put/call ratio remains above 2.0
for the next month it increases the likelihood we could
experience a correction of 10% or more before the end of the
year.
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Understanding the Size Factor
We continue our series on factor investing this
month by exploring the size factor in the U.S. equity
market. The size factor is one of five primary factors
characterized by smaller market capitalization
stocks. To determine a company’s market
capitalization, we simply multiply the number of
outstanding shares by the current market price. The
resulting value is the company’s economic footprint.
In general, the returns of the most common indexes,
such as the S&P 500, are dominated by larger
companies, such as Apple, Microsoft and Amazon.
These companies tend to be well established with
long operating histories.

Small capitalization stocks have provided
excess returns over the broader market
over the long-term

There are numerous publicly traded companies,
however, that often fly under the radar. These
companies are generally up and coming businesses
that are in the earlier stages of growth. These so
called small capitalization stocks have shown
historically to add excess returns, or a performance
premium, over the average market index. This
outperformance is one reason why investors often
include small cap stocks in their portfolios. They
view this segment of the market as the driver of
future growth, and if shares are purchased at
attractive valuations, they can make for highly
attractive long-term investments.
This outperformance, however, is generally
accompanied with higher volatility than what is
generally experienced with larger capitalization
names. Based on historical data provided by
Standard and Poor’s, the annualized 10-year
volatility of the S&P 600 Small Cap Index is roughly
19% as of July 2017. By comparison, the annualized
volatility of the S&P 500 Index, which is a large
capitalization benchmark, over the same period, was
roughly 15%. (Note that volatility is expressed as the
standard deviation of returns.)
Part of the reason that small capitalization stocks
tend to be more volatile is that they generally have
shorter operating histories. For example, a start-up
that just went public is not going to be viewed in the
same light as a company like General Electric, which
has been in business for more than a century.
Smaller companies don’t generally receive the same
degree of coverage from Wall Street analysts as

Clint Pekrul, CFA
their larger capitalization counterparts. The business
models for smaller capitalization companies might
not be thoroughly tested due to their limited trading
history.
When markets come under stress, particularly during
periods of heightened uncertainty and volatility,
investors are likely to shy away from smaller
capitalization stocks. The profitability and stability of
smaller sized companies is less certain. Additionally,
there can be liquidity concerns when markets come
under pressure. Investors who hold shares of thinly
traded securities might not be able to sell their

However, investors must be willing to accept
the higher volatility that small cap stocks
generally experience
positions, or might receive unfavorable pricing.
Small capitalization stocks have provided excess
returns over the broader market over the long-term
However, investors must be willing to accept the
higher volatility that small cap stocks generally
experience
The long-term return potential from investing early in
a newer company is enticing. After all, Microsoft,
Amazon and Google were once small capitalization
stocks that have rewarded investors who have held
shares through thick and thin. It’s the ability of small
cap stocks to double their market capitalization
many times over that entices investment capital.
Stock selection is critical though. Success or failure
can be fairly narrow in this segment of the market.

Within a larger portfolio context, we provide
exposure to small cap stocks in our U.S. and Global
Growth strategies using a risk budget methodology.
The cash weight to small cap stocks in aggregate is
based on a target risk contribution to the total
portfolio. Using this methodology, we are able to
participate in the potential long-term growth of
smaller cap companies while managing periods of
heightened volatility than can accompany this
segment of the market.
The information contained in this segment is for informational
purposes and should not be construed as a recommendation to
buy, sell or hold the securities mentioned.
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Did You Know?
Q: How do Defense Stocks look today?
An interesting way to answer that question
is with another question: Does the world
feel safer today than it did at the beginning
of the year? While the rhetoric between
the White House and Pyongyang has simmered of
late, both sides seemed intent on showcasing their
military prowess as a world held its collective
breath. One of the largest defense contractors,
Lockheed Martin, recently reported they had an
order backlog approaching $100 billion. Given the
commitment by the Administration to rebuild the
military, I expect most of the defense stocks to
outperform the broad market in 2017 and 2018.

Much has been written about current levels of
military preparedness and the need to modernize
weapons and equipment. Defense Secretary Jim
Mattis testified before the House Armed Services
Committee recently telling them the military budget
needs to be increased. Earlier this year it was
reported that 60% of the Navy’s F-18s and 74% of
the Marine’s F-18s were not ready for combat
operations. Some contractors will be bigger winners than others but I expect the entire sector to
grow earnings much faster than the economy as a
whole will be able to grow making it one of the
most attractive sectors even considering the price
appreciation so far in 2017.
The defense and aerospace sector has
certainly delivered strong performance
over the past year. The S&P Defense and
Aerospace Sector Index is higher by
roughly 26% over the past year, compared
to a return of roughly 13% for the broader S&P 500
Index for the same period. After such a run, it’s
important to consider valuations. Based on current
data, the average price-to-earnings ratio for the
defense and aerospace group is roughly 20 times
earnings, and the average price-to-book ratio is
just over 3 times book value. Compared to the
broader S&P 500, the price valuation for defense
and aerospace stocks as a group is a little rich.
However, I think future events out of Korea and the
Middle East will be a driver of the future valuations
for the sector. When North Korea launched a
missile over Japan in late August, we saw fairly
substantial gains in some of the largest names in
the sector, such as Lockheed Martin and
Raytheon. So, while valuations might seem a bit
high today, the defense and aerospace sector
might have future upside potential.
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Q: How did the eclipse impact the markets?
I have to admit I originally thought the
eclipse was being overdone a bit. People
traveling thousands of miles to experience
something that would last only a couple of
minutes if you were lucky. Missing work for Eclipse
parties seemed like just another excuse for U.S.
workers to
act
like
their European
counterparts. But
then while
watching
the
live
feed from
NASA
I
was
shocked at
the
Moment of
Totality. It
was
the
DEATH
STAR that
was
passing in
front
of
the
sun
and
I
immediately
panicked
thinking
the
dire
warnings
of apocalypse were about to be played out.
Imagine the relief when the DEATH STAR moved
on without destroying Earth. We had better start
planning for any nefarious actions that Wilhuff
Tarkin might attempt during the April 2024 eclipse.

We always joke about buying and selling
stocks based on the stars and celestial
events. I guess for those investors who
use astrology to trade might have found
some meaning in the eclipse. Perhaps
the moon passing in front of the sun midday was a
signal to go long or short the S&P 500? In a recent
article from Business Insider, the stock market has
gone up an average of 17% in the year following
total solar eclipses visible in the U.S. So maybe
stocks have room to run this year?
More likely than not, the eclipse was a reason to
take the day off and see a once in a lifetime event,
and perhaps forget about all the noise coming out
of Washington and the media. Living in Denver I
was able to view the eclipse, albeit a partial one,
from our office parking lot. I felt fortunate not to
have to drive to see it. I will ensure our readers that
we made no trading decision based on the event.
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This material is for general information and education purposes. The information contained in this report represents the opinions of Peak Capital
Management, LLC, as of the report date and does not constitute investment advice or an offer to provide investment management services. Before
purchasing any investment, a prospective investor should consult with its own investment, accounting, legal and tax advisers to evaluate independently
the risks, consequences and suitability of any investment.
Past performance is not indicative of future results, loss of principal is possible.
Please consider charges, risks, expenses and investment objectives carefully before investing.
The data and information presented and used in generating this report are believed to be reliable. Peak Capital Management, LLC. does not warrant or
guarantee the accuracy or completeness of such data.
Peak Capital Management, LLC, is a fee-based SEC Registered Investment Advisory firm with its principal place of business in Colorado providing
investment management services. A copy of our current written disclosure statement discussing our advisory services and fees is available for your
review upon request. Advisory services are only offered to clients or prospective clients where our firm and its representatives are properly licensed or
exempt from licensure. No advice may be rendered by Peak Capital Management, LLC unless a client service agreement is in place. Nothing herein
should be construed as a solicitation to purchase or sell securities or an attempt to render personalized investment advice.
A full listing of investment decisions made in the past year and relative performance is available upon request. It should not be assumed that
recommendations made in the future will be profitable or will equal the performance of the securities presented here. Opinions expressed are those of
Peak Capital Management and are subject to change, not guaranteed, and should not be considered recommendations to buy or sell any security.
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