
 
 
3rd Quarter 2017 
We have entered the home stretch for 2017, and much of what we have covered in the past stays very 
much the same. Equities continue to climb higher, the economy continues to recover, and markets 
remain mostly “volatility free.” There were a few things in the quarter that had an impact on our 
portfolios which we will discuss below, but we will jump right in with the performance of the major asset 
classes. Equities were positive in the quarter with large, mid and small caps up 4.5%, 3.5% and 5.7% 
respectively. Outside the U.S., developed international added 5.5% during the quarter with emerging 
markets up 7.0%. Fixed income investors were up 0.8% during the quarter with the 10 year roughly flat 
for the quarter at 2.33%. Turning to alternatives, real estate and commodities were up 0.3% and 2.5% 
respectively during the quarter, while MLP’s experienced their second consecutive negative quarter, 
down -4.8%. 
 
Economy 
We never get tired of writing that “the economy continues to recover,” as we know at some point we 
will have to write a statement much different, and not nearly as pleasant. However, for now there 
appears to be no imminent sign that the alternative statement will come anytime soon. Second quarter 
GDP came in at 3.1%, marking the 13th positive growth quarter since the 1st quarter of 2014. We remain 
very much in a “barbeque economy,” slow and low. There was evidence that economic activity was 
picking up, but the recent hurricanes in Texas and Florida may have pressed the “pause button” on that 
acceleration. However, as those areas begin to rebuild, that should put a tailwind in economic activity 
and we should see that acceleration resume in 2018. The unemployment rate ended the quarter at 
4.4%, and even with a tight labor market we saw wage growth slow slightly in the quarter. Given how 
tight labor markets are, we would expect to see wage inflation strengthen, especially as we enter the 
holiday hiring season. Anecdotally, we have been hearing lately about the service sectors struggling to 
find workers, leading those companies to offer higher wages to attract qualified candidates. We are not 
calling for runaway wage inflation, but it is something to keep an eye on. We began the year with 
expectations for four interest rate hikes this year, and we stated that we felt that was too aggressive. 
That appears to be the case as we have seen only two thus far in 2017, and the probability of a third 
keeps decreasing as we move through the back half of the year. The fed has begun to shrink it’s roughly 
$4.4 trillion (that’s not a misprint) balance sheet, as they stated they will no longer reinvest the 
proceeds as securities mature. It remains to be seen what effect this has on both long term and short 
term interest rates, but as of now the prospect of the unwinding has had little impact. Recently we have 
been seeing evidence that a long awaited tax plan may actually be coming to fruition, simplifying the tax 
code and reducing taxes for most individuals and corporations. We will wait to comment more on this if 
and when it actually passes, but if a plan can somehow find its way to passing, it will likely be stimulative 
to economic growth. 
 
Equities 
Equity performance was once again positive across the board. The Dow Jones Industrial Average (yes 
that’s still around) posted its first eight-quarter winning streak in 20 years and if the S&P 500 ends the 
year with a positive return, it would mark nine-consecutive years of positive performance, the longest 
ever. We have written extensively of our expectation for below average equity returns over the next 5-7 
years given where valuations are currently.  We have also written extensively that predicting market 



returns over the short term is a futile exercise and nearly impossible to do with any accuracy. Given that 
we have experienced above market returns over the past couple of years and our expectation that over 
the next 5-7 years we will experience below average market returns, the market will have to experience 
either flat or negative returns at some point in the years ahead to meet our expectations (we will refrain 
from predicting exactly which year). Some may read this and think that they should reduce or exit their 
equity positions, but that, in our opinion would be a mistake. While we expect equities to return below 
historical averages over the next 5-7 years, they will likely perform better than most other asset classes. 
In addition, while we see returns domestically below average given valuations, outside the U.S. 
valuations remain compelling and therefore return expectations look promising. This is precisely why we 
maintain diversified equity exposures to both domestic and international equities. 
 
Fixed Income 
Given the length of this commentary and the lack of new insights to add around fixed income we will 
keep this brief. Rates were essentially flat in the quarter with the 10 year adding 2 basis points in the 
quarter (2.31% to 2.33%). We reiterate that fixed income investors will need to expect returns that are 
far below what they have experienced in the last 20 plus years, even more so than equities.  (See our 1Q 
2017 commentary for more color.  If you have tragically misplaced that commentary, we would be 
happy to resend it). High yield spreads are tight, and the muni to treasury ratio is at its 30 year average. 
 
Alternatives 
In these commentaries you have read about our belief in using alternatives in niche markets to enhance 
the risk reward profile of an overall portfolio. Asset classes such as private credit, longevity assets, or 
music royalties can have a significant positive contribution to returns while at the same time minimizing 
risks. However, alternatives are not risk less, as evidenced by our allocation to reinsurance.  We have 
long been positive on the reinsurance asset class because of its consistent/ low volatility, and 
uncorrelated nature of its return stream. As a quick primer, reinsurance simply shares the risk borne by 
insurance companies covering a host of perils including wildfires, tornados, maritime disasters, 
hurricanes, etc. Insurance companies pass a portion of the premiums paid to the reinsurance companies 
and in turn the reinsurance companies’ pay a portion of the claims should an event occur. We like the 
asset class because perils are not correlated to stocks and bonds (a rise in interest rates or a recession 
don’t cause tornados), and the returns are extremely consistent with the rare exception where they 
experience above average claims, much like this year. We just experienced one of the most active 
Atlantic hurricane seasons on record, and saw a couple of major earthquakes this year as well. Because 
of this, the asset class experienced its first loss since hurricane Katrina in 2005. However, it’s a loss in 
which we did not participate. While we have been and are still positive on the asset class, we constantly 
monitor our managers to ensure that we have entrusted your assets to the best managers in the space. 
Late in the 2nd quarter we were seeing some things from an administrative level with our reinsurance 
manager that made us uncomfortable continuing to entrust assets with them and decided to liquidate 
our position in early August. Fortunately this was before the weather activity began to heat up and most 
importantly before losses were incurred in the fund. While we admit to this being more fortunate timing 
than our prediction of an elevated hurricane season, we were happy to avoid the losses none the less. 
As mentioned above, we are still believers in the asset class and will be allocating back to reinsurance in 
December when most of the contracts are renewed. We have chosen a new manager with a deep 
understanding of the space, a strong track record, and a more efficient operation. In addition, we will be 
participating in a very attractive pricing environment which happens every year after sustained losses.  
 
As always we could have written more, but we will show mercy and end this commentary here. 
However, if you have any questions or concerns regarding anything touched on above or other issues 



not addressed, please don’t hesitate to reach out. As always, we would like to thank you for the trust 
and confidence you place in us. We look forward to speaking with you in the coming weeks. 
 
Tim Corley 
 
Scott Robinson 
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