
 
 
4th Quarter 2017 
The ending of one year and the beginning of another is often a good time for reflection. Sitting down to 
write another end of the year commentary and once again reflect on the past year, it’s hard to believe 
this marks the 4th year of such reflections.  (For those of you who actually read these, I am sure it feels 
like many more.) The past year will be remembered for many things; the inauguration of Donald Trump 
as our 45th president, the destructive hurricanes and the most recent wild fire activity in California and 
who could forget the solar eclipse. However, this commentary is meant to focus on the market, and 
thus, we will leave the other stories for more accomplished authors to review. Over the past 4 years that 
we have been writing these reviews, one common theme has been the positive performance of the S&P 
500. This year actually marks the 9th consecutive year of positive performance in the S&P 500, the 
longest in history. We will touch on that and a bit more in this commentary and, as always with the end 
of the year review, we will deviate somewhat from our traditional format. We will review our 
predictions from last year and give you our thoughts and predictions for the year ahead.  
 
2017 Overview 
  

2017 4Q 
Large Cap (S&P 500) 21.8% 6.6% 
Mid Cap (Russell Mid Cap) 18.5% 6.1% 
Small Cap (Russell 2000) 14.6% 3.3% 
Developed International (MSCI EAFE) 25.6% 4.3% 
Emerging Markets (MSCI EM) 34.3% 7.1% 
Fixed Income (Barclays Agg) 3.5% 0.4% 
Real Estate (Dow Wilshire REIT) 5.3% 1.3% 
Commodities (Bloomberg Commodity Index) 1.7% 4.7% 
MLP (Alerian MLP Index) -13.0% -2.9% 
   

 
* Index returns source Black Diamond Performance Reporting  
 
The rally that started immediately after the election of Donald Trump in November of last year 
continued in 2017. At the end of last year, we felt the rally stemmed from what investors sensed would 
be pro-business and pro-growth policies coming out of the newly elected administration. However, 
throughout the year we saw many of these pro-growth initiatives lose steam (infrastructure spending, 
regulatory reform, etc... the most recent tax reform bill notwithstanding), but the market continued to 
rally. We were surprised by the magnitude of the returns in the stock market for 2017, primarily because 
we began the year with slightly elevated valuation levels. We only saw those levels increase with the 
S&P 500 now trading at 19 times earnings versus the historical average of 15 times. For the second year 
in a row, most asset classes were positive on a year to date basis, the exception being MLP’s. For the 
first time in many years, we saw international stocks outperform their domestic counterpart. Stronger 



growth prospects and more attractive valuation levels were the primary reason for their 
outperformance.  
 
In last year’s end of the year commentary, we gave you some of our thoughts and themes that we felt 
would impact markets in 2017. As we do every year, we would like to look back at those themes to 
assess what we got right and more importantly where we were wrong. Below is our assessment, and for 
the sake of length, we have summarized the themes for 2017. 
 

1. “We feel there is a path to positive domestic equity performance, even in light of this long 
running bull market… We think there are opportunities in undervalued sectors of technology 
and healthcare and, at current valuations, growth stocks are slightly more attractive than 
value stocks… We would not be surprised to see a correction in 2017” 
 
The path to positive domestic equity performance was wide and fast, with the S&P 500 notching 
it biggest annual increase since 2013.  While we felt that stocks could post gains in 2017, we are 
surprised by the magnitude given valuations at the beginning of the year. One thing we 
continued to discount too heavily was the relative value of stocks versus bonds. While on an 
absolute basis, stocks do appear to be overvalued, they look more attractive on a relative basis 
given the 10 year treasury is still around 2.40%. However, that relative value will diminish as we 
see interest rates increase. One thing we saw in 2017 was growth stocks significantly 
outperforming value stocks, with technology being the leading sector up 38.8% on the year, 
something we expected at the beginning of the year. We stated that we wouldn’t be surprised 
to see some sort of correction in 2017, which didn’t come to fruition. It seemed that every time 
we saw a selloff, investors came in to “buy the dip.” There is still a significant amount of cash on 
the sidelines as many investors have been underinvested in the last several years and have 
missed much of this rally. We feel this is leading many investors to put money to work on any 
weakness. 
 

2. “We still feel the path for interest rates is higher, a view that is very much the consensus.” 
 
This author’s two year streak of correctly predicting the direction of interest rates comes to an 
end, as the rate on the 10 year treasury actually ended the year 5 basis points below the end of 
2016, 2.40% versus 2.45%. We saw spreads contract significantly in the year which has led to the 
flattening of the yield curve sending the spread between the 2 year government bond and 10 
year government bond to the lowest level in over a decade. We were correct in predicting we 
would see less than 4 increases to the feds fund rate for the year, with the third and last 
increase in December raising the fed funds rate to a 1.50% target on the top end. 

 
3. “Developed international markets have struggled to gather the momentum that the US 

markets have had since the great recession… roughly 40% of the investable universe of stocks 
is outside the U.S., so ignoring international markets is not advisable” 

“The asset class is still well below peak earnings and price. The one thing we would say for 
emerging markets is that valuations look compelling at current. 
 



We were correct in advising investors to remain allocated to non-us based assets with the EAFE 
and emerging market index both beating the S&P 500. This is the first year since 2012 that we 
have seen both the indexes beat the S&P 500, although in 2012 the margin was quite slim. 
Again, stronger growth prospects and better valuation levels led to the outperformance and a 
phenomenon that we think may continue for several more years. 
 

4. “We continue to see quite a bit of value in allocating to alternative strategies that have low 
correlations to traditional markets, have consistent and low variability of returns in strategies 
that are easy to understand.”  

Our allocation to alternative assets continues to perform as expected with high single digit to 
low double digit returns. While we are pleased with the returns and low volatility of these asset 
classes, on a relative basis some may see the performance as a disappointment with equity 
asset classes roughly doubling the performance of alternatives. In this we would remind 
investors that equities don’t always move higher and having a portion of one’s overall portfolio 
in assets classes that have historically compounded money in most environments will be served 
well when equities in fact don’t move higher. 

 
We were fairly accurate with regard to the themes we saw playing out in 2017, with the caveat that the 
returns we saw across the board were much higher than we anticipated. While we hate being wrong, 
our preference is to be wrong with the market exceeding our expectations versus the other way around.  
Once again we will give your our forecast for 2018, but will remind you of what the great economist 
John Kenneth Gailbrath once said, “The only function of economic forecasting is to make astrology look 
respectable.”  Here’s hoping we prove him wrong. 
 

1. We have said on many occasions that predicting what the markets will do over the short term is 
a futile exercise and impossible to do with any accuracy. So we won’t give you a year-end target 
or a return expectation for the calendar year. However, we have said for the past several years 
that based on historical data investors can have a high degree of confidence that based on 
valuation levels the long term return of domestic stocks will likely be below what we have 
experienced historically. We feel that means the 7-10 year annualized return for equities will be 
closer to 6-7% than the 9-10% investors have experienced on average historically. Given we 
have seen outperformance in the last couple of years, it would make sense to expect some 
underperformance in the years to come for this forecast to average out. We are not saying this 
will take place in 2018, but investors should recognize that markets don’t always go higher. 
Having said that, with tax reform passed late in 2017, we can see a back drop where positive 
performance does continue as corporations benefit from a lower tax rate in 2018.  While we see 
a path to positive performance in 2018, we certainly believe there will be a valuation headwind 
that the market will have to overcome. We are relatively neutral on growth versus value, but 
given the length of this bull market would favor a more defensive posture in equities. 
 

2. The consensus call would be to state that we see interest moving higher in 2018, which we will 
stick with this year. The newly appointed fed governor, Jerome Powell, will take over for Janet 
Yellen when her term ends in February. Mr. Powell is expected to follow the same path that the 
current Fed is on, gradually raising rates throughout the year with an eye on inflation and 
employment. We expect to see at least three 25 basis point hikes in the fed fund rate which 
would get the short term rate to 2.25% by the end of 2018, the highest level since 2008. We 



have warned for several years that returns in fixed income will be difficult as rates begin to rise 
and we see the unwind of quantitative easing. While some may say we have been wrong on 
fixed income returns and interest rates, we would prefer to say we were early (ok, we may have 
been a little wrong). Our expectation for lowered fixed income returns is less of a 
prognostication than it is a simple math problem, as rates rise returns in fixed income will go 
down, as bond prices move lower as rates move higher. However, we really haven’t seen a 
significant increase in rates. Yes the short term rate has risen by 75 basis points this year, but we 
saw the 10 year move nowhere, as evidenced by the flattening of the curve. As long as the yield 
curve doesn’t invert, we will see the 10 year treasury rise which will lead to returns for fixed 
income investors below what they have experienced historically. We continue to favor short 
duration and strategic fixed income funds that can take advantage of specific market 
dislocations. 
 

3. We were pleased to finally see international markets outperform, as it’s been many years since 
we have seen non US equities outperform their domestic counterparts. While we saw 
outperformance this year for the first time in several years, we think there is still more room for 
outperformance of international markets moving forward.  We are still well below peak earnings 
in international markets, and valuations look more attractive versus domestic stocks. We 
recommend investors maintain allocations to both developed international equities and 
emerging market equities as well.  
 

4. We continue to see quite a bit of value in allocating to alternative strategies that have low 
correlations to traditional markets, have consistent and low variability of returns and are in 
strategies that are easy to understand. As stated above, while on a relative basis the most 
recent performance may be disappointing to some, we feel having exposure to an asset class 
that has little correlation to traditional stocks and bonds will bode well over the long term.  
 

Overall all we still favor equities over fixed income, but acknowledge that valuations are becoming a bit 
worrisome. It’s important for investors to have reasonable expectations for future returns in light of 
elevated valuations, but would caution against trying to time the market by moving in and out of stocks 
and bonds. Having the proper long-term allocation and regularly rebalancing is the proper course of 
action in times such as these. 
 
As always, we would like to thank you for the trust and confidence placed in us and wish you a 
wonderful New Year. 
 


