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Q4 Market Update
(values as of 12/29/2017;
% changes for Q4, not YTD)

U.S. Stock Indices
S&P 500
2,674 (+6.12%)
Dow Jones
24,719 (+10.33%)
Nasdaq
6,903 (+6.27%)
Russell 2000
1,536 (+2.99%)

Global Stock Indices
FTSE (London) 7,688 (+4.27%)
DAX (Germany) 12,918 (+0.69%)
CAC (France)
5,313 (-0.32%)
Nikkei (Japan) 22,765 (+11.83%)
Emerging Mkts 1,158.45 (+7.09%)

Bond Indices (Bloomberg)
U.S. Gov’t.
2,198.85 (+0.05%)
U.S. Corporate 2,901.78 (+1.17%)
U.S. Hi-Yield 1,949.97 (+0.47%)
Eurozone
252.85 (+0.56%)
Emerging Mkts 1,096.07 (+0.62%)

Commodities
Gold (per oz)
1,303 (+1.81%)
Silver (per oz)
16.92 (+1.74%)
Oil (WTI, barrel) 60.46 (+17.01%)

Fixed Income Yields
U.S. 2-Year Treasury
U.S. 10-Year Treasury
U.S. 30-Year Treasury
U.S. High-Yield Index

1.89%
2.40%
2.74%
5.84%

Currency Exchange
Rates
Euro/Dollar
Pound/Dollar
Dollar/Yen

1.20
1.35
112.69

Tax Reform Becomes Law
After a frenzied process marked by
numerous rewrites and edits, Congress
closed out 2017 by passing the most
aggressive tax reform bill in decades.
Headlined by a significant corporate tax
cut, the Tax Cuts and Jobs Act
fundamentally rewrote portions of the
tax code, promising to impact
households and corporations alike.
Sorting out the long-run effects of the
tax bill will likely take years, but some
winners and losers should be more
immediately apparent. We’ll attempt to
shed some light on the major impacts of
the bill on the economy, the markets, and
your household tax return.
Impact on the economy and markets
The main focus of the tax bill is on the
corporate side, where the tax rate has
been slashed from 35% to 21%. In
addition, companies will be allowed to
more aggressively expense purchases of
capital equipment, and they will also be
eligible for a one-time repatriation of
“overseas money” at a reduced tax rate.
Those changes should significantly
increase net corporate earnings, though
the gains will vary by sector: telecom,
financial, and traditional retail companies
are expected to benefit the most, while
technology companies (whose stocks
have recently been among the strongest
performers) will benefit less. From a
market perspective, the changes could
spark another leg higher for equity
markets, as some of the “forgotten”
sectors attract renewed attention from
investors.
For the broader economy, though, the
impact is questionable. Unemployment

is already at a several-year low (nearing
“full employment” levels), so there isn’t
necessarily much room for companies to
increase their payrolls. From a cyclical
perspective, this is an unusual time to be
cutting taxes, since tax cuts (and other
fiscal stimulus programs) are typically at
their most powerful when there is
significant slack in the economy, during
or shortly after a recession.
Perhaps not surprisingly, expectations
are instead that most companies will use
their newfound money (whether from
repatriated cash or increased earnings) to
make adjustments to their balance
sheets. According to a recent
BofA/Merrill Lynch survey, the three
most likely uses of repatriated cash will
be to retire corporate debt, to repurchase
stock, or to fund mergers and
acquisitions. Only a third of surveyed
firms planned to expand capital
expenditures, and fewer still are expected
to directly increase hiring.
Since the supply of available shares of
publicly traded stock is already relatively
low after a recent wave of buybacks and
mergers, further activity in those areas
would continue to be positive for share
prices. For investors who maintain an
exposure to U.S. stocks, this bill (at least
in isolation) should be positive for both
earnings per share and stock returns
going forward.
Of course, the impact on the federal
budget deficit and national debt should
also be considered. First, after years of
declines, the annual deficit is already
beginning to grow again (even before the
tax bill), which is unusual for this stage
of an economic expansion. For fiscal
year 2017, the net budget deficit was

THE DEFICIT IS ALREADY BEGINNING TO GROW AGAIN, EVEN BEFORE THE TAX CUTS

estimated at $666 billion, up from $438 billion in
interest, and more. When itemizable deductions add
2015. The Congressional Budget Office (CBO)
up to more than the standard deduction amount,
currently estimates that the tax bill will increase the
taxpayers elect to itemize, and the choice to do so can
deficit by $200 to $250
2017 (Previous Law)
2018 (Tax Reform)
billion per year, bringing the
deficit as high as $900
Taxable Income
Taxable Income
billion. By comparison, the
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Tax
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U.S. history is $1.4 trillion,
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10%
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$9,325
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the peak of the financial
crisis and Great Recession.
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15%

$75,900
There is definitely a case to
be made for tax cuts as
up to
25% $153,100
economic stimulus, but that
case draws mostly from
up to
previous tax cuts where the
28%
overall level of deficits (and
$233,350
accumulated debt) were
up to
much lower. Even the
33%
$416,700
rosiest estimates suggest
that this bill will add $500
up to
billion to our national debt
35% $470,700
over the next decade, with
average estimates coming
over
39.6% $470,700
closer to $1 trillion, even
after
accounting
for
increased economic growth.
As a result, Goldman Sachs
projects that the current tax plan will push our total
accumulated national debt to a level of 85% of GDP
by 2021, the highest ratio since the aftermath of
World War II. While there is disagreement among
economists with respect to the impact of high levels
of debt on future economic growth, it is certainly
reasonable to question whether this is an appropriate
time to be further increasing our national debt.
Impact on your personal tax return
While tax rates will be changing somewhat, the more
meaningful changes on the personal side will impact
how “taxable income” is calculated, rather than how
(much) it is taxed. Before tax reform, about 30% of
taxpayers chose to itemize deductions rather than
accept the standard deduction. Itemizing allows for
deductions for mortgage interest, state and local taxes
(“SALT”, including property taxes), charitable
contributions, medical expenses, student loan
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often generate thousands of dollars of tax savings per
year.
But many deductions will now be limited: SALT
deductions will be capped at $10,000, while mortgage
interest for new loans will only be deductible for the
first $750,000 of debt (and, notably, home equity loan
interest will no longer be deductible at all). Because of
those limitations, combined with an increase in the
standard deduction—from $12,700 to $24,000 for
joint filings—it is now estimated that only 5-10% of
taxpayers will itemize. Taxpayers in the upper-middle
income range will likely feel this change the most,
since 64% of all itemizers had income between
$50,000 and $200,000, according to 2014 tax filing
records. For some taxpayers, the loss of deductions
could end up meaning a significantly higher tax bill in
2018, despite the headline “tax cut” promise. And
with fewer taxpayers benefiting from itemization, the
incentives to buy homes or donate to charitable
www.cypressplanning.com

UNDER THE NEW TAX RULES, MANY FEWER TAXPAYERS WILL ITEMIZE DEDUCTIONS

organizations could be reduced dramatically in the
coming years.

A number of other changes were also included in the
bill, though most will impact many fewer taxpayers.
Of note, the Alternative Minimum Tax (AMT) was
It’s also important to note that another major
retained, but exemption amounts were increased, so
category of tax-free income—personal exemptions—
that very few taxpayers will owe any AMT. Also, 529
has now been eliminated entirely. Previously,
accounts were expanded to allow for funds to be used
for private elementary and
secondary tuition, not just for
college. And while the estate tax
(2014 Tax Filings)
was not repealed, the exemption
threshold
was
increased
Adjusted Gross
%
Avg Deductions significantly, from $5.49 million to
# of Itemizers
$11 million per individual.

Who Itemized?

Income (AGI)

of Group

Per Itemizer

It does bear mentioning that
essentially all of the changes on
the individual side of the tax code
7,801,176
17%
$15,641
are scheduled to expire after 2025,
$20k to $50k
while most corporate changes are
permanent. Finally, any analysis at
14,760,417
46%
$19,187
$50k to $100k
this point must be considered
somewhat
premature
and
13,455,839
77%
$25,598
$100k to $200k
incomplete, since it’s too early to
tell how state-level tax authorities
93%
$43,131
$200k to $500k 4,639,462
will respond to the federal
changes. Many higher-tax states
770,130
92%
$83,433
$500k to $1mm
(like New York) are already
seeking to limit the impact of the
372,696
91%
$424,864
$1mm +
SALT deduction limit by
restructuring the way that their
TOTAL
43,965,086
30%
$27,447
taxes are levied and collected.
Source: Congressional Research Service Some state-level proposals have
veered into extremely creative
taxpayers were entitled to an exemption (deduction)
territory, so taxpayers will need to keep their eyes out
of $4,050 for each member of their household,
for state-specific changes that could augment the tax
including both taxpayers and dependents. This
bill’s ultimate impact.
exemption was in addition to any standard or itemized
deductions, combining to create a significant chunk
At Cypress, we continue to balance tax impacts with
of tax-free income. The elimination of personal
other financial considerations to put our clients in the
exemptions, then, essentially means that the standard
best possible position to meet their long-term
deduction isn’t really “doubling”, at all, as many
financial needs, while remaining flexible and nimble
media reports have suggested—in fact, for families
enough to respond to inevitable changes in the
with children, the loss of exemptions for dependents
financial and economic landscape. If past is indeed
could mean that the “effective” standard deduction
prologue, then this tax reform bill will likely be
for the household (deductions plus exemptions) will
subject to many revisions over the coming decade,
actually be decreasing. That impact could be offset
particularly if control of Congress and/or the White
somewhat by an increase in the child tax credit, but
House changes hands. If you have any questions
whether the net effect is positive, negative, or neutral
about how this bill might affect you or your business,
will depend largely on a taxpayer’s income level.
feel free to give us a call.

$1 to $20k
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THE S&P 500 HAS HAD A POSITIVE TOTAL RETURN FOR 14 CONSECUTIVE MONTHS

The Stock Market’s “Perfect Game” – Equity Market Recap
For the U.S. stock market, 2017 will likely be
remembered as a period of almost eerie calm despite
near-constant geopolitical noise, whether from
S&P 500 Monthly Returns
(Including Dividends, Last 5 Years)
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Washington, D.C. or from foreign locales. As
measures of volatility continued to mark record lows,
the market marched steadily higher, marking several
new all-time highs en route to a nearly 20% gain for
the year. The S&P 500 has now logged a positive total
return (including dividends) for 14 consecutive
months, one shy of its all-time record, set in 1958-59.

In fact, 2017 marked the first time in the history of
the index that an entire calendar year passed without
a single month of negative total returns. This “perfect
game” for the markets in 2017
came as a surprise to most pundits,
who predicted low-single-digit
returns and an increased level of
volatility
under
the
new
administration.
The last few months of the year
were seemingly focused almost
entirely on the imminent tax
reform bill, and indeed a fair
amount of the year’s returns can
likely be attributed to the
significant changes in corporate
tax policy, which should flow
through to future corporate
earnings (while also sparking
another round of buybacks and
mergers).
It seems unlikely that 2018 will see a repeat of last
year’s steady-as-they-go rallies, and at least one
moderate correction should be expected at some
point in the next few months. From a longer term
perspective, though, the ongoing bull market in
equities seems to be intact for the foreseeable future.

The Yield Curve Continues To Flatten – Fixed Income
After several years of aggressive—and at times
experimental—low-interest-rate policies, the Federal
Reserve Bank has now committed itself to a ratehiking cycle, attempting to normalize rates to levels
that are more typical for a growing economy.
The short-term Federal Funds Rate had been held at
0-0.25% for a period of seven years, unprecedented
for the bank. With five quarter-point hikes in the last
two years (three of which came in 2017, including at
its December meeting), the overnight rate now has a
target range of 1.25-1.50%, the highest since October
2008. But even as the shortest-term interest rates tick
higher, longer-term rates—often considered to be
the rates that tell the most about future economic
growth—have remained stable or even gone lower.

At the beginning of 2017, treasury yields for notes
with 2-year maturities stood at 1.20%, while 10-year
yields measured 2.45%, with 30-year rates at 3.06%.
While the 2-year rates have increased along with the
Federal Funds Rate (ending the year at 1.89%), the
10-year is essentially unchanged at 2.40%, and the 30year actually declined to 2.74%. That tightening of
more than 1% between 2-year and 30-year rates is
substantial, and it has material effects for fixed
income investors (and for borrowers and lenders).
For many years, rock-bottom interest rates forced
investors to extend maturity (or compromise on
quality) in order to receive a decent yield. Now, that
math seems to be changing, and a change in
investment approach may be warranted.

*The preceding newsletter is for general information and educational purposes only. It is based upon publicly available information from sources believed to be reliable; we cannot assure accuracy or
completeness. All market data indicates total return, including capital gain/loss and reinvested dividends. This material is not intended as an offer or solicitation for the purchase or sale of any securities.
The views and strategies discussed herein may not be appropriate or suitable for all investors. This material is not intended to suffice as accounting, legal, tax, or estate planning advice. All forecasts mentioned
are for illustrative purposes and should not be interpreted as investment recommendations. The information presented is not specific to any individual’s personal circumstances. To the extent that this
material concerns tax matters, it is not intended to be (and cannot be) used by a taxpayer for the purpose of avoiding penalties that may be imposed by law.
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