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Market Summary 
 

 

 

 

Devastating hurricanes and rising tensions with North Korea were unable to rattle the bull’s ascent in the third quarter. With macro and micro 
trends gaining momentum across the globe, investors were apt to digest these apparent transitory hurdles as stocks reached new highs yet again 
amidst record low volatility. Gains in U.S. equities were again surpassed by even better returns overseas as investors warmed up to the potential 
of a fundamental catch-up for international equities, especially those in developing markets.   

Despite hiccups in employment and consumer spending stemming from the hurricanes, the U.S. economy showed resiliency in recent reports 
as we entered the fourth quarter. The Institute for Supply Management’s (ISM) Manufacturing Index hit its highest level since 2004 while the 
leading new orders component hit its highest reading since 20051. Recent acceleration in manufacturing numbers has been helped by the 
strength of the global economy and increases in U.S. corporate capital expenditures. 

Even with market anxiety (as measured by the S&P 500 volatility index ‘VIX’) at a level that seems to be bordering on complacency, we don’t 
sense over-exuberance from twice-burned investors who partially expect this rally to come to an abrupt halt. This has become the third longest 
economic expansion (# of months) and technically the second longest bull market (# of days) on record, so on the surface cautiousness seems 
justified. However, just like the unscripted nature of sports, market cycles are unique and often unpredictable. For that matter, corrections in 
stock prices do not always occur as calamitously as they did twice in the first eight years of this melennium. 

Recessionary signals have largely disappeared in recent months and recent momentum in corporate earnings gives credence to this late innings 
rally. Further, the anemic pace of this extended economic expansion paired with suppressed global interest rates could very well lead us into 
extra innings. With valuation differentials still attractive abroad, along with stronger economic momentum, we think investors can at least 
partly offset valuation concerns and be rewarded for ex-U.S. diversification, much like they have so far in 2017.    

 

Steady Growth Leads to Subdued Volatility 
Nearly 90% of countries across the globe are seeing economic expansion, up from only 50% 18 months ago, according to JP Morgan. For the 
better part of the past decade, the U.S. has been the proverbial best house on a bad block with its ‘plow horse’ dependency. With the Eurozone 
now expanding at a faster rate and renewed strength in China and other emerging markets, the U.S. economy now stands to benefit as opposed 
to carrying the load for the global economy.  

There are always short-term risks to owning equities and credit assets, but recessionary risk is the most paramount and that has been essentially 
tabled with recent acceleration of global growth. Not only is growth stable, but recent macro and micro data have rarely been more tranquil. 
Such metrics as U.S. employment and inflation are the least volatile they have been in the past 50 years, in tune with the short-term decline of 
systemic vulnerabilities to the economy.    

As it relates to stocks, volatility has never been so low for so long. Before 2017, the Volatility Index of the S&P 500 (‘VIX’) had closed below 
10 only 9 times since 1990. The index has now closed below 10 on 34 trading days so far in 20172. Not only is volatility low, but the market 
has yet to even trickle 3% from its rolling peak level since November of last year. That is the longest such streak dating back to 19283.   

 
 

Global Yield Shoppers Keep U.S. Rates Low 
The Federal Reserve has been gradually tightening their stance on monetary policy over the past 18 months. With a third rate hike in 2017 
likely to come this December (and 5th overall), the Fed also announced in September that they would start selling off assets from their massive 
$4.5 Trillion balance sheet. The process will be gradual, but the bond market has yet to handle a tapering of this magnitude.   

Luckily for U.S. bond holders, the rest of the world was late and remains a few years behind 
on their own monetary stimulus programs. That could change in coming years, but for now 
U.S. interest rates remain considerably higher than most other high-quality developed nations.  

In fact, even European junk bond (lowest-quality credit) yields traded below U.S. Treasury 
yields during the third quarter for the first time on record. Putting aside the appeal of the Euro 
vs. the dollar that could justify this trade-off, such distortion in risk pricing is quite perplexing. 
It also tells us that U.S. Treasuries, while unappealing in their own right, still offer attractive 
yields for global risk-free capital allocators and have some form of insulation from a sharp 
move higher until rates abroad follow suit.   
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Currency Tailwinds Help International Stocks 
The U.S. dollar index rallied nearly 30% from the middle of 2013 through the end of 2016. Such a move made conversion of already inferior 
local currency returns of international stocks that much worse for U.S. investors. So far in 2017, the tide has turned against the dollar. 

While the dollar has recovered some losses in recent weeks, since the beginning of the year it is still down nearly 10% vs. the broad basket of 
currencies, namely the Euro. We believe that is more indicative of strength abroad than weakness domestically, but either way it is a benefit 
to investors with international stock exposure as each dollar of gains gets converted to more U.S. dollars. The return on the MSCI EAFE index 
in local currency (hedged) was 11.6% for the first 9 months of 2017. That same index unhedged to the U.S. dollar returned 20.5% YTD. For 
emerging markets, the currency move was also impactful with local returns of 23.9% on the MSCI Emerging Markets Index surpassed by the 
unhedged 28.1% USD return.  

Currency translation gains are icing on the cake and not reliable, but the local returns indicate to us that the fundamental catch-up to U.S. 
equities has yet to play out. International stocks, especially those in emerging markets, trade at wide discounts to the U.S. despite many having 
equal or even better equity risk premiums compared to their respective local interest rates.    

 

It’s All About the Earnings 
Still, valuation differentials or historical comparisons are not a catalyst that necessitates near-term 
rallies or selloffs for stocks on their own. What matters most is the trend in corporate profits and 
right now those trends look strong across the globe.   

Emerging market stocks had been cheap for many years, but it took several upside economic and 
earnings surprises in 2016-2017 for patient investors to reap the rewards. Europe and Japan, with 
all their socio-political drama and demographic issues, saw their economies awaken in 2017 and 
are on pace for their first double digit earnings gains in several years. Put those together with a 
U.S. double digit earnings gain, and the bonus of potential corporate tax reform, and the recent 
gains in stocks globally seem worthy of cause.  

Tax reform seems at least partially priced into U.S. stocks, and with corporate margins already at historic highs, the upside to earnings appears 
partially limited to GDP growth and/or higher valuation multiples. Yet, the opposite could be said for international and emerging market 
companies. The current MSCI Europe and Emerging Markets earnings are still well below peak levels from before the financial crisis while 
U.S. corporate earnings have rallied well past the prior cycle’s peak level. 

 
 
A market trading at above-average valuations with a Fed that is tightening their grip tells us that investors should stay vigilant with their 
approach to risk even as the sky appears devoid of clouds. Right now the trends in fundamentals indicate to us that stocks have more room to 
run, but we are nearly nine years into a bull market and at a historical drought for a volatility-enticing event so unexpected risks are more than 
overdue to surface.  

Exogenous shocks aside, the equity risk premium dynamic brought on by suppressed interest rates does have the potential to eventually feed 
into full-blown irrational exuberance on valuing risk assets. Even if that is playing out now or will down the road, we don’t believe investors 
would be wise or quite frankly capable of timing the inevitable melt up or down by disengaging from their innate risk tolerance. Staying 
grounded to the merits of diversification and verifying your portfolio ‘insurance’ is up-to-date is however something you can do before the 
hurricane comes and your basement is flooded.     
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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. 


