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Buy the Trump Disappointment Dip

Reality is sinking in, both in Washington and on Main
Street. The transformative Trump agenda has stalled. The
new administration and Congress are wrestling with the need
to pay for major changes while removing the status quo,
but without prematurely upending the status quo. The spend-
ing requirements behind key initiatives including tax reform,
healthcare reform and infrastructure investment are so en-
tangled that these big policies need to move forward almost
simultaneously. Even if these changes were not so disrup-
tive to traditional government revenue sources and spend-
ing priorities, enacting any new President’s agenda entails
a long, slow wend through Congress.

Keep in mind, however, that the world does not turn
on Washington policy. Even before November 8, 2016, glo-
bal economic fundamentals were trending favorably. Euro-
pean purchasing managers are the most positive they have
been in five years. Asian economies are also recovering,
according to Markit PMI reports. Fourth-quarter earnings
are growing in mid-single-digits while surprising to the up-
side. In short, the usual catalysts for sustained stock-market
gains – the global economy and earnings – are primed to
provide multiple quarters of support.

By mid-year or sooner, confronted with the usual pro-
cedural gridlock that slows even modest change in Wash-
ington, stocks may react unfavorably to the stalled Trump
agenda with a modest, or immodest, correction. Certainly,
the market is overdue for some selling, having gone almost
90 days without even a 1% daily correction. We would re-
gard any selling episode as an opportunity to buy back into
a slightly cheaper market.

THE BIG INITIATIVES WILL TAKE TIME
The Republican White House victory caught many by sur-
prise, possibly including the current occupant of the Oval
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Office. Many investors believe that the Republican Party, not
anticipating a White House win, was ill-prepared to enact
the small-government agenda that they had been promising
all through the Obama presidency.
Delivering on that goal post-election has been further com-
plicated by the fact that nominally Republican President
Trump has many non-traditional objectives. These include
preserving entitlements pretty much as they are; and prevent-
ing newly insured citizens from losing health benefits.

Reconciling the House & Senate agenda with the Trump
agenda would be a challenge even if both sides were on the
same page. With the President having taken entitlement re-
form off the table, fashioning a shared agenda has become a
colossal undertaking. The nation’s lawmakers must now fig-
ure out a way to pay for this agenda without tapping the big-
gest source of government spending.

The key economic planks in the President’s platform
including infrastructure spending to revitalize the nation’s
facilities and provide good-paying blue collar jobs; changes
to tax policy to stimulate corporate investment and spur job
growth; and replacing the Affordable Care Act with a policy
that does not rely so heavily on government subsidies. Each
is individually challenging; yet it is impossible to move for-
ward on any one of these items without concurrent coordina-
tion with all other policy planks.

Congress is committed to tax policy that is at best con-
tributive to economic growth and at worst revenue-neutral.
On the corporate front, both the President and Congress would
like to slash the corporate income tax rate and eliminate or
reduce taxation on repatriated overseas cash. To make the
new tax policy revenue-neutral and even assuming some “dy-
namic scoring” would likely require a border-adjustment tax,
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which would remove taxes on exported goods while slap-
ping taxes on imported goods.

The problem with a border-adjustment tax is it falls
unfairly on a few industries, most notably retail. Retail is the
third-largest employment category after business services and
healthcare, and excluding government employment. As of
year-end 2014, according to BLS, in a U.S. workforce of 150
million, retail accounted for over 15 million jobs. A coterie
of retail CEOs headed to Washington in mid-February to ar-
gue that the already ailing brick & mortar retail industry would
be dealt a death blow by a border-adjustment tax.

The worst nightmare for individual members of Con-
gress would be millions of furious voters who lost retail jobs
in order to pay for a reduced tax burden on major U.S. corpo-
rations – who continue to invest in their overseas operations.
Another unsettling vision for these congressional members
would be a large and equally furious bloc of voters kicked
out of ACA or Medicare-based health coverage without an
alternative in place.

With the corporate tax structure unsettled and expen-
sive ACA in a holding pattern, Congress is highly unlikely to
move forward with a major infrastructure investment pro-
gram that is not funded from current tax receipts. Does this
mean that the Trump agenda, tied up in knots, will never get
passed?

We believe the main elements of the Trump agenda will
pass, including tax reform, healthcare reform, and infrastruc-
ture investment. The founding fathers structured the execu-
tive, legislative and judicial branches to provide checks and
balances on one another. Slow-moving is not the same as
not-moving, however. We expect tax reform to impact 2018
corporate tax rates, though not 2017 taxes.

THE MARKET CAN HANDLE
THE DISAPPOINTMENT
Even without a big policy-based wake-up call headed our
way, the market would be overdue for a correction. The stock
market has gone nearly 90 days without a 1% one-day cor-
rection, the longest such period in 11 years (source: MKM
Partners). Throughout its long history, the stock market has
averaged about one correction (a cumulative 10%-plus re-
treat from the prior high) per year.

The stock market last had a correction exactly one year
ago. We believe examining what is different now from what
happened then is instructive; it also makes the bull case.

The main trigger for the winter ’16 selloff was not low
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commodity prices in and of themselves; it was that inves-
tors had no confidence that prices had found their floor. But
after WTI oil hit $27 in February 2016, it turned out that
was the floor. Commodity prices had actually bottomed in
fall 2015 into early 2016. Falling foreign currencies began
to stabilize.

When Brexit happened in mid-year 2016, markets and
foreign currencies fell, but quickly reversed. The difference
from winter 2016 was that commodity prices in mid-2016
were able to stabilize within a range. Prices are still mainly
in those ranges. The “new normal” for energy prices, while
well below peak, at least provides companies with enough
visibility for the normal business planning that was stymied
during the winter ’16 freefall.

Pricing stability is one ingredient to global economic
revival. A stimulant to global trade, devalued currency, is
also in place. According to Markit Economics, the
Eurozone’s preliminary “flash” PMI report hit 55.1 in Janu-
ary, its highest level since April 2011. The deeply devalued
euro has stimulated EU exports, contributing to an improv-
ing mood among European purchasing managers. Japan’s
flash PMI has recovered from a six month slump; in Janu-
ary, it hit its highest level since April 2014.  China’s manu-
facturing PMI hit a four-year high in December while re-
cording a sixth straight gain.

Even as overseas economies have alternated pockets
of strength with stretches of tepidity, the U.S. has generated
steady if unspectacular growth in recent years. The U.S. is
situated for continued growth even without Trump stimu-
lus, based on a recovering energy sector and global appetite
for our goods.

CONCLUSION
In the months immediately following a presidential elec-
tion, investors have a tendency to over-estimate the impact
Washington will have on the market. Within a few months,
Washington typically moves to the back row of investors’
concerns. We expect the same even for this Presidency.

Still, there is bound to be some disappointment at
Washington business as usual, given the unblinking faith in
the new President as a change agent and the huge anticipa-
tion that swept him into office.

At some point, the stock market may conclude it has
priced in too much Trump euphoria and too little Washing-
ton logjam. If a Trump Disappointment Selloff follows the
Trump Rally, we would stand ready to buy the dip.

Jim Kelleher,
Director of Research
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