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Market Review 

While volatility picked up a bit, it was another nice week for U.S. stocks with the major market 

averages closing at all-time highs on Friday. For the four-day trading week, the Russell 3000 

tacked on 0.82% and the S&P 500 gained 0.88%, with Growth again leading the performance 

race. The Russell 3000 Growth index rose 1.11%, compared to a 0.52% advance for the 

Russell 3000 Value index, but given supposed investor concerns about a looming government 

shutdown, not to mention the big rally already turned in over the first two weeks of the year, we 

have to be satisfied with what has transpired thus far in 2018. 

This is especially true, given that 2017 was a terrific year, defying many a market pundit who 

thought that the surprising results of the 2016 Presidential Election would lead to a big market 

downturn. Obviously, we know that anything can happen going forward and we are always 

braced for the inevitable selloffs, but the first year of the Trump Presidency provided another 

illustration that the secret to success in stocks is not to get scared out of them. 

 

And speaking of fear, there do not appear to be many frightened folks as investor optimism has 

been running high, with the latest Bull/Bear Sentiment Survey showing a 54.1% tally of those 



 

who were Bullish on stocks for the next six months, versus only 21.4% who were Bearish. The 

averages dating back to 1987 are 38.3% Bulls and 30.3% Bears, so AAII is something to keep 

an eye on, even as history shows it a far better contrarian indicator when pessimism is rampant. 

 

Of course, while investors proclaim that they are optimistic, they have not really been putting 

their money where the mouths are as data from Bank of America Merrill Lynch show that their 

clients have been net sellers of stocks for quite a while,… 

 

…validating the numbers on mutual and exchange traded funds compiled by Investment 

Company Institute and Morningstar that show net outflows out of domestic equities and massive 

net inflows into bond funds. 



 

 

Certainly, we do not expect a stampede out of bonds, but we would argue that a further equity 

rally could be fueled by more than a few dollars seeking greener pastures as we seriously doubt 

that those who have fled over the years to the perceived safety of fixed income will be happy 

with losses, even if they are minor, on their investments. 

 

To be sure, we do not think interest rates will soar, but we would argue that there is quite a bit of 

room for rate increases (and bond price declines) before equities would lose their current 

attractiveness relative to fixed income. 



 

 

We shall see if the actual Washington shutdown that began on Saturday morning finally leads to 

a round of profit-taking (the equity futures were showing modest losses on Sunday night), but 

history suggests that long-term-oriented investors shouldn’t lose any sleep over the event,… 

 

…especially given the health of corporate profits. Fourth quarter earnings season is still very 

young, but thus far the results have been very favorable, with Bloomberg calculating that 77.4% 

of the 53 S&P 500 companies that have announced results have topped expectations, 

compared to 11.3% that have trailed projections and 11.3% that have matched estimates. 

Those numbers compare very favorably to the 65.7%/22.9%/11.4% Beat/Miss/Match figures for 

the full S&P 500 in the Q4 2016 earnings season. Keeping in mind that a sustained market 

downturn has often been accompanied by an earnings recession, we are pleased to see EPS 

estimates for 2018 and 2019 moving higher. 



 

 

 

Stock Updates  

We continue to hold tight to all of our stocks, including department-store retailer Kohl’s (KSS – 

$67.54), where increasing earnings estimates have compelled us to boost our Target Price to 

$71. Jason Clark and Chris Quigley provide updates on five of our names that were out with 

results last week, as well as another three of our current recommendations that made 

headlines. 

After a strong start to 2018 for the stock, investors were not impressed with the Q4 results 

for Int’l Business Machines (IBM – $162.37), sending shares south by 4%. Despite beating 

estimates on the top- and bottom-lines and increasing revenue year-over-year for the first time 

in 23 quarters, Big Blue shares were punished for what many viewed as a sub-par gross margin 

of 49.5% (vs. 50.8% est.). IBM earned $5.18 per share ($5.17 est.) on revenue of $22.5 billion 

($22.1 billion est.). IBM also said it took a one-time charge of $5.5 billion related to U.S. tax 

reform. 

Outgoing CFO Martin Schroeter said, “Back in July, we planted the flag for our businesses, and 

we pointed to an improved trajectory in the second half. Now, as we look back on the year, we 

did, in fact, significantly improve the trajectory in our revenue and our gross margin 

performance. We did this by ramping up our cloud and as-a-service offerings by continuing to 

reinvent our Systems brands, by driving a higher level of software transactional revenue and by 

improving consulting performance. This was our first full quarter with the z14, and with 

pervasive encryption and the ability to address new technologies like blockchain, we’re adding 

new clients and new workloads to the platform. We also invested nearly $1 billion in capital 

expenditures and generated $6.8 billion of free cash flow. With that free cash flow performance, 

we’ve returned almost $10 billion to shareholders, including dividends of $5.5billion and $4.3 

billion in gross share repurchases. We bought back over 27 million shares, reducing our 



 

average share count by just over 2%. At the end of the year, we had $3.8 billion remaining in 

our buyback authorization.” 

Incoming CFO Jim Kavanaugh offered the 2018 outlook, “We have a strong start to our new z14 

and are introducing POWER9systems and have the most competitive storage offerings in some 

time. And across our businesses, our strategic imperatives revenue was up at a double-digit 

rate to $36.5 billion for the year, which is now 46% of our revenue. So when you take all of this 

together, we’re entering 2018 with a stronger revenue profile than a year ago. Our 2018 rate will 

reflect the implementation of tax reform, which includes a lower U.S. corporate tax rate, offset 

by the broader tax base, and reduce foreign tax credit utilization. This translates to an ongoing 

operating rate for 2018 of 16%, plus or minus 2 points, which is a 4 point headwind year-to-year. 

Putting it all together, we expect to deliver operating earnings per share of at least $13.80. I 

want to briefly comment on two other items with respect to our earnings per share 

expectations.” 

Mr. Kavanaugh will replace Mr. Schroeter, with the transition underway. Mr. Kavanaugh has 

worked at IBM for more than two decades, serving as Controller between 2008 and 2015, 

followed by two years as SVP of Transformation and Operations and most recently as SVP of 

Finance and Operations. Mr. Schroeter continues on at IBM, replacing Bruno Di Leo as the VP 

of Global Markets. 

 

Despite the sell-off, IBM shares are still up 5.8% year-to-date, and we think that momentum can 

continue if the company is able to continue executing on its Strategic Imperatives, including its 

fast-growing Cloud business. Also, Watson continues to expand its deployments, with Health 

Care, Internet of Things and Financial Services being among the most popular applications. And 

there is excitement surrounding IBM’s foray into blockchain (https://www.ibm.com/blockchain/), 

a technology that has garnered plenty of media attention in relation to the explosion of 

cryptocurrencies. 

https://www.ibm.com/blockchain/


 

We understand that investor focus likely will remain on overall top-line growth, but we think that 

Strategic Imperatives provides a long-term catalyst to a very inexpensive stock. IBM trades for a 

very low 11.7 times forward earnings per share, while the dividend yield is now 3.7%. Our 

Target Price remains $197. 

The drama at Qualcomm (QCOM – $68.04) trudges on, as the chip designer continues on its 

year-long battle with regulators to merge with NXP Semiconductors NV (NXPI), while facing 

takeover pressure from Broadcom. In its battle for independence, QCOM turned to its 

stockholders on Tuesday, issuing a multi-page plea to investors to vote to keep its current board 

of directors (who have rebuffed Broadcom approaches on multiple occasions). The letter 

(https://www.qualcomm.com/news/releases/2018/01/16/qualcomm-sends-letter-stockholders-

and-files-investor-presentation) noted, including the capitalization, “QUALCOMM HAS 

SIGNIFICANT BUSINESS MOMENTUM AND THE RIGHT STRATEGY TO CREATE BOTH 

NEAR-TERM AND LONG-TERM STOCKHOLDER VALUE – FAR GREATER VALUE THAN 

BROADCOM’S DRAMATICALLY UNDERVALUED PROPOSAL.” 

Qualcomm’s Board said that it rejected Broadcom’s advances due to the undervalued offer, 

regulatory uncertainty, no “transformative opportunity” in 5G, long deal completion time and an 

offer that’s designed to benefit only Broadcom stakeholders. Equally important, QCOM also 

included fiscal 2019 guidance in the open letter, saying that it expects adjusted EPS of $6.75 to 

$7.50 per share (the adjustment includes NXPI benefits) or unadjusted (standalone) EPS of 

$4.47 to $5.22 per share. Those numbers were better than what analysts had been projecting. 

Happily, Qualcomm CEO Steve Mollenkopf had an update on the QCOM/NXPI tie-up for 

investors on Thursday, “We are pleased that both the European Commission and the Korean 

Fair Trade Commission have granted authorization of the NXP acquisition, and we are 

optimistic that China will expeditiously grant its clearance. Acquiring NXP is complementary to 

Qualcomm’s global portfolio, providing tremendous scale in automotive, IoT, security and 

networking and will greatly accelerate our ability to execute and create value in new and 

adjacent opportunities.” 

While the public battle makes for nice fodder for CNBC, we think that Qualcomm inching closer 

to closing the NXPI deal is the important news. Though it’s abating, we have some concern that 

the longer the NXP regulators take, the higher the chance that NXP shareholders push back 

and demand a bigger price tag for their shares. Of course, were Broadcom to raise its bid and 

address some of the regulatory issues associated therewith, we might be more receptive to 

Qualcomm holding actual takeover talks instead of fighting the battle via press release. Our 

Target Price for QCOM has been increased to $76. 

Shares of financial services company BB&T Corp (BBT – $54.80) rose by more than 3% last 

week on the heels of a positive Q4 financial results release. Core 4Q EPS came in at $0.84, 

versus consensus Street estimates of $0.79. Overall, we thought management’s 2018 guidance 

was supportive of higher forward EPS estimates driven by expectations for further efficiency 

improvements and greater clarity on the expense outlook and a potential inflection point in loan 

growth. Additionally, we like management’s stated focus on deploying excess capital, via 

organic growth initiatives and dividend increases. 

https://www.qualcomm.com/news/releases/2018/01/16/qualcomm-sends-letter-stockholders-and-files-investor-presentation
https://www.qualcomm.com/news/releases/2018/01/16/qualcomm-sends-letter-stockholders-and-files-investor-presentation


 

“We had a very strong fourth quarter with record revenues and good expense control,” 

explained CEO Kelly S. King. “Taxable-equivalent revenues were $2.9 billion, up 7.4% 

annualized compared to last quarter. We expect to have strong revenue growth in 2018…Total 

expenses for the quarter were $1.9 billion and our GAAP efficiency was 64.7%, primarily due to 

expenses incurred in connection with the passage of tax reform. Our adjusted efficiency ratio of 

57.2% reflects significant progress in our optimization efforts.” 

 

Mr. King continued, “While average total loans were essentially flat compared with last quarter, 

core loans increased an annualized 3.9%, which excludes prime auto, residential mortgage and 

PCI loans that decreased as planned. Our credit quality is very strong, as nonperforming assets 

improved and loans 90 days or more past due and net charge-offs were relatively stable at very 

low levels.” 

We like that BBT continues to experience a strong adoption rate of its customizable digital 

banking platform. We are also fans of the company’s relatively conservative loan underwriting 

and its efforts to diversify its revenue stream. While shares are off to a terrific start (up more 

than 10%) in 2018, we see additional upside potential on the back of a solid economy, rising 

interest rates, cost controls and benefits from tax reform. BBT yields 2.4% and trades at 14 

times 2018 consensus earnings estimates. Our Target Price has been lifted to $62. 

Despite a big sell-off following the announcement of Q4 results, shares of Goldman Sachs (GS 

– $256.12) bounced back and closed the week slightly higher than they started. While the Wall 

Street titan continued to deal with brisk headwinds in its Fixed Income, Currency and 

Commodity trading business, GS turned in a bottom-line beat (excluding tax legislation) that 

was more than 15% higher than investors were expecting. Goldman said those adjusted EPS 

came in at $5.68, versus a $4.90 analyst projection. 

The firm also said it ranked first in worldwide announced and completed mergers and 

acquisitions for 2017, with its investment banking division producing its second highest annual 

net revenue number ever ($7.37 billion). Also during 2017, Investment Management generated 



 

record net revenue of $6.22 billion, including record management and other fees. Assets under 

supervision increased 8% from 2016 to a record $1.49 trillion, with net inflows in long-term 

assets under supervision of $42 billion. Goldman also advanced its online consumer lending 

and deposit platform, Marcus: by Goldman Sachs, originating over $2 billion of loans and 

growing online deposits by over $5 billion. 

“Last year, we delivered higher revenue and stronger pre-tax margins despite a challenging 

environment for our market-making businesses,” said GS CEO Lloyd C. Blankfein. “With the 

global economy poised to accelerate, new U.S. tax legislation providing tailwinds and a leading 

franchise across our businesses, we are well positioned to serve our clients and make 

significant progress on the growth plan we outlined in September.” 

Looking to 2018, we view the revenue outlook as mostly favorable given rising GDP growth, a 

higher Investment Banking pipeline, internal growth initiatives, tax reform benefits and relatively 

easy trading comparable numbers. While expenses were larger than expected in Q4, we believe 

Goldman is locked in on keeping them under control, as well as managing its capital. 

Management guided to a 2018 tax rate of approximately 24%. We continue to be long-term fans 

of GS and are constructive on the name given the prospects for stronger revenue growth, 

operating leverage, potential de-regulatory policies and a potentially higher earnings multiple 

than the current forward P/E of less than 12. Our Target Price for GS has been boosted to $286. 

Shares of Synchrony Financial (SYF – $38.47) briefly fell in pre-market and early-trading on 

Friday after the consumer financial company released its Q4 financial results, but they turned 

positive not long after, finishing the day up more than 3%. For Q4, SYF said it generated 

adjusted EPS of $0.70, versus consensus analyst estimates of $0.64. Loan receivables 

expanded by $6 billion, or 7%, while deposits grew over $4 billion, or 9%, compared to the same 

period a year ago. 

 

SYF CEO Margaret Keane explained, “Substantial progress was made on our strategic priorities 

not only in the fourth quarter, but throughout 2017. Our business continues to deliver organic 



 

growth, leveraging innovative marketing, promotions, and value propositions. We are making 

investments in our robust data, analytics and digital capabilities, further enhancing the 

experience of our partners and cardholders. And we are supporting our business with continued 

growth in our direct deposit platform. We accomplished all of this while maintaining a strong 

balance sheet and returning capital to shareholders through growth and the execution of our 

capital plan. Synchrony Financial continues to be well positioned for long-term growth and we 

look forward to driving further value for our partners, cardholders, and shareholders in 2018.” 

While Synchrony reported a beat on the top and bottom-lines, investors early in the day sold the 

stock on concerns that the company expects a net charge-off rate of 5.5% to 5.8% in 2018, due 

to normalization and timing of recent portfolio acquisitions. The turnabout then came during and 

after management’s call, where they shared generally positive commentary, particularly around 

credit normalization. All in all, we think that management smartly inserted constructive 

conservatism into the 2018 outlook, leaving room to surprise on the upside, especially given the 

firm’s acquisition of PayPal’s U.S. consumer credit receivables portfolio and being named the 

exclusive issuer of PayPal Credit online consumer financing program. 

The company’s balance sheet remained strong with total liquidity (liquid assets and undrawn 

credit facilities) of $21 billion, or 22% of total assets. The estimated Common Equity Tier 1 ratio 

under Basel III subject to transition provisions was 16.0% and the estimated fully phased-in 

Common Equity Tier 1 ratio under Basel III was 15.8%. In addition, SYF shares trade at 11.4 

times NTM estimates and yield 1.6%. With continued progress and operational momentum, our 

belief that credit concerns are manageable, solid deposit growth, new partnerships and 

gradually increasing interest rates, we smell a long-term recipe for success. Thus, we have 

adjusted our Target Price upward to $51. 

Shares of Goodyear Tire & Rubber (GT – $34.99) were inflated by 3% last week after the 

company raised its outlook on account of U.S. tax changes. At the Deutsche Bank Global Auto 

Industry Conference in Detroit, CEO Rich Kramer said, “We clearly see the mobility landscape 

changing and we see that certainly through both technology and through consumers. But as we 

look at the market, we break it down into four very simple buckets. The first is fleets, shared 

miles. You see vehicle miles, traveled shared mobility is going to increase. The second element 

is autonomous vehicles. The third element is just connectivity. Connectivity is the enabler of 

everything. I think the numbers would say connected cars in 2015 were something like 13% that 

goes up to something like 75% by 2030. So, connectivity is going to be key whether it is cars 

talking to each other, cars talking to the grid, cars talking to other infrastructure, whatever that 

might be, cars talking to people through our phones, connectivity is something that’s going to 

enable this. And finally, the trend toward electric. The rapid gains in technology that we’re 

seeing are also very real. So, we see this trend moving forward, compare that or compound that 

with the regulatory concerns out there in various countries around the world. This is a trend as 

well that we see coming. These are things that we see will create significant opportunities for 

Goodyear.” 

Mr. Kramer continued, “As we think about the tax law change, our current estimate is about a 

$230 million one-time charge related to the revaluation of our deferred tax assets. As we look at 



 

our outlook for 2018 – and again we’ll go into more detail on this on our fourth quarter call – is a 

result of tax reform. We’re looking at a global book tax rate now of about 20% to 25% with cash 

taxes continued at around 15%. We also don’t expect now to pay taxes in the U.S., any 

significant taxes now to 2025 which is up from 2020, so a positive for us from that perspective. 

And relative to raw materials, we see a tailwind for the year of about $75 million at spot rates 

today, but that’s sort of a tail of two halves again, we see headwinds in the first half… about 

$105 million headwind as we start the year, and those tailwinds then will come in the back half 

of the year. So we still have that hangover of raw materials coming into the first quarter. And 

building on the strong finish that we’ve had to 2017, we’re expecting now segment operating 

income of about $1.8 billion to $1.9 billion driven by volume and cost savings. But I have to point 

out that number also includes about $50 million to $70 million of a reclassification of pension 

expense under a new accounting standard where it comes out of segment operating income 

and it goes into other expense.” 

While overall vehicle demand remains strong, we think that GT should be more sensitive to 

overall miles traveled than to new sales, given the company’s two-pronged market exposure. 

We feel that strong employment, rising wages and moderate fuel prices are conducive to folks 

traveling more and therefore creating more wear and tear on tires (spurring replacements). We 

think that Goodyear should gain from higher long-term demand in emerging markets, and 

management remains focused on reducing expenses, improving cash flow and strengthening 

the balance sheet. GT trades below 10 times estimated earnings and the quarterly dividend was 

recently increased to $0.14 per share (yields 1.6%). Our Target Price has been driven higher to 

$51. 

It was a roller-coaster ride, but when all was said and done, shares of Bank of New York 

Mellon (BK – $56.61) fell more than 2% last week, as the financial giant reported Q4 financial 

results. Adjusted earnings per share came in at $0.91, which was largely in line with consensus 

analyst estimates. Assets under custody/administration reached a record $33.3 trillion, reflecting 

higher market values, net new business and the favorable impact of a weaker U.S. dollar. The 

company had $1.9 trillion directly under management at the end of Q4, which was also a record. 

During 2017, BK repurchased 55 million of its common shares for $2.7 billion and paid $901 

million in dividends. 

“Our fourth quarter results were impacted by new tax legislation and actions that we took to 

strengthen our firm for the longer term. Aside from these items, our results were favorably 

impacted by strong equity markets and the underlying businesses continued to show modest 

growth in revenues and profits,” commented BK CEO Charles W. Scharf. 

“We saw strength in asset servicing along with growth in collateral management and clearing 

services – areas where we see continued client demand. Additionally, our investment 

management business performed well due to an uplift from global equity markets, net inflows 

and improved investment performance fees, resulting from good investment performance, 

especially in fixed income,” Mr. Scharf continued. 

All seemed well with the commentary until Mr. Scharf added, “The actions that resulted in the 

severance and other charges during the quarter are part of an ongoing review of our 



 

performance. We expect this review to be completed by our March 8th Investor Day where we 

intend to provide a comprehensive update of the review and have a broader discussion about 

our firm…In addition, we have thought how best to use the ongoing benefit from lower taxes and 

we believe that we have a responsibility to our employees to share the benefit, as well as to 

invest as much as we intelligently can to build the company for the future so we can serve our 

clients, communities, and shareholders for the long term. At this point, we are anticipating that 

the impact of the lower tax rate would be almost entirely offset by actions that we will take to 

reinvest this benefit in our employees and our business.” 

 

While we believe that the quarter was a little messy, short-sighted investors were evidently 

disappointed that BK would not be returning the tax savings to shareholders. No doubt, we 

understand that many are not in the stock for its long-term prospects, but we do not mind that 

management is putting the tax dollars into significant digital investments, employee rewards and 

other initiatives that should pay off down the road. 

We continue to like that BK is fairly well capitalized and has a management team that is 

committed to cost containment and driving growth for the future. BK shares are currently trading 

at less than 14 times NTM adjusted earnings expectations. Our Target Price has been nudged 

up to $63. 

Shares of Merck (MRK – $61.28) rose almost 5% last week after the pharma giant released 

interim data for its Keytruda Phase 3 lung cancer study that showed, “Merck’s anti-PD-1 therapy 

(Keytruda®), in combination with pemetrexed (Alimta®) and cisplatin or carboplatin, for the first-

line treatment of patients with metastatic non-squamous non-small cell lung cancer (NSCLC), 

met its dual primary endpoints of overall survival (OS) and progression-free survival (PFS).” The 

news was welcomed by investors, as there had been skepticism that the drug combination 

worked after European regulators pulled a Keytruda regulatory application and delayed another 

clinical trial in October. 



 

“KEYNOTE-189 showed significant improvement in overall survival and progression-free 

survival for patients receiving KEYTRUDA in the first-line setting in combination with traditional 

chemotherapy, compared with those receiving chemotherapy alone,” said Dr. Roger M. 

Perlmutter, president, Merck Research Laboratories. “We are deeply grateful to the KEYNOTE-

189 patients and investigators for their important contributions to this landmark study, and we 

look forward to presenting the data in the near future.” 

We are encouraged by the cancer therapy study results, and believe the strength in Merck’s 

immuno-oncology platform and in its Animal Health business, along with the potential of its 

pipeline, should more than offset patent losses and branded competition. After the jump, shares 

of MRK trade at less than 16 times NTM earnings and offer a dividend yield of 3.1%. True, there 

are plenty of competitive pressures in addition to growth opportunities, but we still like high-

quality MRK and have bumped up our Target Price to $75. 

FOR INFORMATION ON PRIVATE CLIENT MANAGED ACCOUNTS PLEASE CALL 512-354-

7041 OR E-MAIL CCREED@AFAMCAPITAL.COM 

 


