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The past 8 ½ years have been kind to patient and risk-seeking investors, but less so to those with a global mindset. With fundamental catalysts 
finally emerging in the back part of last year, the first half of 2017 paid some restitution to those who have endured their ex-U.S. diversification. 
For the first six months of the year, U.S. stocks gained just over 9% while international stocks, as measured by the MSCI EAFE index, gained 
nearly 14%. Emerging market stocks fared strongest, with the MSCI Emerging Markets index advancing 19%.   

The first six months were unusually quiet in terms of volatility with the S&P 500 having its’ 2nd shallowest pullback in the past 90 years, a 
meager 2.8%1 from peak to “trough”. The most recent volatility spell took place around the election in November of last year, so media and 
market pundits have been quick to equate the outcome of the election to the follow-through rally in equities. The fact that the U.S. has 
underperformed the global market average since that time tells us there is likely more to the story.  

The cyclical recovery in earnings and surprise ex-U.S. economic growth have been the biggest fundamental contributors to the market’s 
strength and both started to turn at the end of the third quarter of 2016. While consumer and business confidence in the U.S. also soared on the 
hopes for policy reform, much of this optimism has waned in recent months as political gridlock squashes progress and increases uncertainty 
around timing and substance of potential reform. Yet the rally in risk assets persists. Now that Wall Street earnings estimates have started to 
pull out previous assumptions such as tax reform, any potential breakthroughs in the political impasse could become icing on the cake.   

Equity prices do remain expensive on an absolute basis but still have the benefits of potential earnings growth and continue to look attractive 
to their chief asset counterparts in fixed income. Bonds have managed the first leg of this interest rate hike cycle with surprising strength. Now 
that the Fed has shifted from dipping their toe to putting a foot in the water of tighter monetary conditions, the true test will come as rates 
normalize more rapidly and the massive $4+ trillion balance sheet starts to get unwound. This unchartered frontier for the bond market presents 
all sorts of questions that history may or may not be able to guide.    

For now, momentum in equity prices and fundamentals tells us that the next move is likely higher for stocks. More importantly, the recent 
strength outside the U.S. should not be ignored and investors would be wise to ensure they do not anchor to the last 5-10 years of U.S. market 
dominance. High valuations and extremely low volatility also tends to breed higher levels of complacency, so staying disciplined and thinking 
outside-the-box on diversification are ways we feel investors can position their portfolios for this late cycle momentum while not throwing 
caution to the wind.   

 

The Broken Record of 2% Growth  
Like an old vinyl record of the past few years, many forecasts coming into 2017 predicted we 
would finally surpass the psychological 3% economic growth output for the first time since 2005. 
A recovering manufacturing economy, consumer strength and policy initiatives from the new 
administration fed this round of lofty expectations.  

However, although the melody may have changed slightly the song remains the same. Now that 
we are past halftime, 2% growth would be considered a successful result for 2017. Hard data has 
not caught up with the soft data (sentiment/confidence) that soared after the election. Although 
this follow through can often be delayed, the chances of a late year surge appear unlikely. Inflation 
remains muted despite a near full employment level and the major indicators, while directionally 
positive, stand on the same pillow of softness that has persisted throughout this recovery.  

This slow, but steady pace of growth is why the length of the current cycle is less informative 
than the overall accumulation of output. This has now become the second longest economic 
recovery since the Great Depression, but we stand far below historical expansions as the chart to 
the right illustrates. The deleveraging of consumer balance sheets and demographic shifts on labor 
supply and consumption are a few reasons why trends have been so relatively anemic. Absent 
policy reform, catalysts for triggering a surge in growth will be hard to come by so late into an 
expansion, despite the best efforts of market pundits to create and cheerlead them each and every year. Nevertheless, such a low relative 
growth rate also means this expansion cycle could persevere longer than anything we have experienced before. For now, the “plow-horse” 
economy remains on its path, tried and true.    
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Earnings Improve Globally  
Most investors suffer from a “home bias”, and that tendency has served them 
well over the last eight years. From the end of 2008 through the end of 2016, 
the MSCI EAFE Index (international stocks) returned a cumulative 79%. Over 
that same timeframe, the S&P 500 index returned 193%, assuming the 
reinvestment of dividends. Emerging market stocks returned a cumulative 89% 
over that time, with most of that coming in the first year. Since the end of 2009, 
emerging market stocks, as measured by the MSCI Emerging Markets Index 
were up a paltry 5.8% through the end of 20162.  

This outperformance has not been without cause. Since the end of 2008, S&P 
500 earnings have consistently grown, far surpassing the prior peak earnings 
level from 2007. International stocks fared much worse while Emerging Market 
stocks dealt with a rising dollar and compression in valuation multiples from 
higher investor uncertainty.  

For the past few years, the expectation of a performance “catch-up” from 
international and EM stocks was largely based on hope. With recent 
improvements in economic fundamentals and earnings, the catalysts now seem 
to be more real. The opportunity for earnings growth and valuation expansion 
gives investors a two-fold chance for relative return potential compared to 
domestic stocks. Over time, these cycles of relative outperformance between 
the U.S. and international stocks go in fairly elongated waves and the next 3-5 
years looks set up well for the international side.     

 

Fed Balance Sheet Unwind to Challenge Bonds 
The bond market looks susceptible to more volatility after enjoying another surprise gain over the first half of the year. To the disbelief of 
consensus expectations, rates moved lower since January resulting in positive gains for most fixed income strategies.  

Taking a step back, record monetary stimulus has made the Federal Reserve the biggest buyer 
of bonds over the past eight years. Now that conditions appear sufficient to further tighten, 
the Fed has started to lay out its course for de-commissioning their balance sheet project. The 
largest buyer of bonds will now become a net seller over the next 5-10 years.  

What is also unique, and what has us more cautious, is the interest rate sensitivity of the overall 
bond market compared to history. The average duration has steadily increased in recent years 
as issuers, including the Treasury, take advantage of low rates. For bond investors, the longer 
the term/maturity, the larger the magnitude of bond price movements for every 1% increase 
in rates. In other words, a precarious situation from record low rates has now been magnified.   

Given that bond investors of the last 30 years have enjoyed tremendous and consistent risk-
adjusted returns, the complacency towards potential losses on “conservative” portfolio allocations is likely elevated for many investors. This 
move higher in rates is anything but a given, we just feel the asymmetry of potential returns is skewed to the downside over the next few years.   

 

As we commented last quarter, valuations are often a poor predictor of short-term returns and the trend in momentum (both prices and 
fundamentals) is the more crucial factor for near-term expectations. For now, the trend continues to favor an appetite for risk. In the long-run 
(5-10 years), valuations matter more and return expectations should be ratcheted lower across both the equity and fixed income spectrum.  

We believe that non-conventional methods to equity and fixed income diversification, along with select active management may help to take 
advantage of dispersion and volatility in coming years. Despite the absence of many outright bargains, relative valuation opportunities still 
abound within and between sectors and geographies. We continue to seek those out while staying grounded to more normalized levels of 
market risk we expect to navigate in future years.  
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The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual. To determine 
which Investment(s) may be appropriate for you, consult your financial advisor prior to investing. Information is based on sources believed to be reliable, however, their 
accuracy or completeness cannot be guaranteed. 

Statements of forecast and trends are for informational purposes, and are not guaranteed to occur in the future. All performance referenced is historical and is no guarantee 
of future results. Stock investing involves risk including loss of principal. An investor cannot invest directly in an index. There is no guarantee that a diversified portfolio will 
enhance overall returns or outperform a non-diversified portfolio. Diversification does not protect against market risk. Asset allocation does not ensure a profit or protect 
against a loss. 

Alternative investments may not be suitable for all investors and should be considered as an investment for the risk capital portion of the investor’s portfolio. 




