
 

 

 

Market Update – August 2017  

"In a bull market, one must avoid the error of the preening duck that quacks boastfully 

after a torrential rainstorm, thinking that its paddling skills have caused it to rise in the 

world. A right-thinking duck would instead compare its position after the downpour to 

that of the other ducks on the pond."  

– Warren Buffett  
 

Before jumping in to discuss markets, a quick warning that I failed at keeping this market update 

brief. There is a lot going on in the world and in financial markets, which has ramifications for how 

we are thinking about portfolio construction and risk management. So indulge us, sit back, settle 

in, and read on! 

Mr. Buffett started his 1997 Berkshire Hathaway Chairman’s letter with the thought above, humbly 

explaining that, while the +34.1% gain in net worth that year was impressive in an absolute sense, 

it was only modestly better than the “passive ducks” of the S&P 500 Index.  In other words, don’t 

confuse genius for a bull market. We think this is becoming increasingly relevant and sage 

advice in the current market environment, where knowing what you own will be critical, in our 

view. We have seen plenty of examples over the years of “star” fund managers who have 

garnered significant fame and fortune by being in the right place (think certain geographies, 

sectors, investment styles, or certain stocks) at the right time. This can play out with certain 

passive investment strategies as well. When market conditions change course, however, more 

often than not, these previously-esteemed industry titans become humbled quickly as their fund 

returns revert back to mediocrity, causing investors to hit the exits at the same time in order to 

chase the next hot manager.    

Before we elaborate further on this topic and what it means for portfolio construction, here is a 

summary of the financial markets for the month of August: 

 Despite more intra-month volatility than we have seen in a while, stocks ended the 

month with modest gains in August, lifting year-to-date results to over +15% for the broad 

MSCI ACWI Index, which includes stocks around the globe1.  The S&P 500 Index (which 

represents the largest 500 companies in the US by market capitalization) is up nearly 

+12% for the year.    

 International and Emerging Markets, in particular, maintain a healthy lead on US equities 

year-to-date. 

 Growth-oriented sectors handily outperformed value-oriented sectors again in August.  

Year-to-date, the Russell 1000 Growth Index has returned nearly +19%, while the Russell 

1000 Value Index has returned less than +5%.  Apple, which is the largest holding in the 

Growth Index, representing nearly 7%, is up over +40% this year.  Contrast this to the 

Value Index, where top position Exxon Mobil (which represents less than 3% of the index) 

is down -10% this year2.   

                                                 
1
 Market and index data throughout the Market Update is sourced from Morningstar 

2
 Market and index data throughout the Market Update is sourced from Morningstar 



 Bonds continue to send a different message than the stock market. Interest rates 

declined throughout the month, which helped bonds beat stocks in August.  The yield on 

the US 10-year Treasury, which peaked at 2.6% in December of last year, has fallen back 

towards 2.0%, levels last seen just before the US election in November2. Economic data 

around the world is generally solid, but it’s not as strong as many expected and two 

critical data points for bond investors – inflation and wage growth – have remained 

stubbornly low. Rising geopolitical fears and perceived dysfunction in Washington DC are 

undoubtedly playing a role as well.  

 While Federal Reserve officials have publicly stated they plan to raise rates three times 

this year (they have already hiked rates twice), market expectations ascribe only a ~35% 

chance for a hike by the end of the year, according to CME Group. The Fed formally 

meets September 19-20th, and will likely offer some clues in regards to shrinking its 

balance sheet and expectations for additional rate hikes.     

 The US Dollar continues to decline in value versus most other currencies, falling to its 

lowest level since late 2014. This has been a meaningful tailwind for 

International/Emerging Markets strategies that do not hedge currencies.   

 Hurricanes Harvey and Irma have devastated big parts of Texas, the Caribbean, and 

now Florida, causing significant damage. Our thoughts and prayers go out to those 

affected by what is shaping up to be one of the worst natural disasters we’ve ever seen. 

From an economic standpoint, this will likely have a modest negative effect in the near-

term, but it’s not likely to cause a recession.  According to the Street.com, “even if [the 

damage] hits $200 billion, more than Katrina, it is just 1.0% of total US GDP – bad, but still 

small enough for growth elsewhere to offset”. While some of our managers/funds have 

modest exposure to industries most affected by these tragic events (insurance and re-

insurance companies, in particular), it is not a significant exposure in our portfolios, and 

portfolio returns seem to be holding up well and in line with expectations.       

 

Additional Commentary on Positioning and Portfolio Construction 

Back to the quacking ducks…it has been tempting to slap on the “genius” label to several of our 

fund managers whose investment philosophies and strategies have them fully invested in the hot 

areas of the market, such as Technology and Emerging Markets. Better yet – technology 

companies in Emerging Markets!  Case in point - Chinese internet companies Tencent and 

Alibaba, both of which are top names in the MSCI Emerging Markets Index, are up over +70% 

and 90% this year, respectively. Fortunately, our managers that focus on growth companies and 

have an intentionally broad mandate across the globe have owned these companies and 

other stocks that have posted huge gains in recent years.  It’s natural to feel “really 

comfortable” with the managers/funds that have performed well over the last handful of years, 

and, by extension, want to give them more money. In some cases, that can be a prudent move, 

as trends can be powerful and last several years. But, often the more profitable decision is the 

more “uncomfortable” one that involves trimming the winners and allocating more dollars to the 

laggards.  Before we lead some to the wrong conclusion, we want to be clear about a few 

things: 

 We think it’s very difficult to predict markets, and as such, do not make big bets or 

significant portfolio management changes. We tend to make moves at the margin, 

primarily for risk management, to take advantage of market dislocations that occur for 

short-term concerns and/or non-fundamental reasons, and simple rebalancing (trimming 

winners and adding to losers). 



 We work tirelessly to identify investment managers that aren’t simply lucky. In less 

efficient areas of the market, we tend to favor active management (as opposed to 

passive funds that seek to simply track an index) and seek to identify differentiated 

investment managers – often boutique, under the radar firms - that have a 

disciplined/repeatable investment process and strong alignment with investors to 

generate superior returns versus behemoths that are more focused on gathering assets. 

While these managers will still outperform/ underperform in certain market environments 

based on their particular style, we believe these attributes tilt the odds in their favor in 

terms of generating superior long-term results (versus the boastful, quacking ducks that 

were simply in the right place at the right time).   

 

The following chart from BlackRock shows valuations (price to earnings ratio, in this case) of 

value stocks relative to growth stocks.  According to BlackRock, the current ratio is close to two 

standard deviations below the long-term average – this is a fancy way of saying that doesn’t 

happen too often!  As can be seen in the chart, value has not been this cheap versus growth 

since the early 2000s when the Tech boom crazily pushed up prices of growth stocks.  While we 

do not see the same level of excesses and silly valuations today, we do think it is prudent to 

rebalance out of growth-oriented funds and into value-oriented funds in our Core Equity 

“sleeve”.  In what we call our Opportunistic sleeve, we now have a decided tilt towards value-

oriented strategies and opportunities.    

 

S&P Value to Growth P/E Ratio 
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The Active versus Passive Debate, and Our Latest Thinking 

Much has been written in recent years over the demise of active investing. For those less familiar, 

“active management” refers to strategies/funds that try to beat a benchmark over time. There a 

many different types of active funds – some that look more similar to a benchmark, and some 

only own 15 stocks and look nothing like a benchmark.  Active managers tend to charge higher 

investment management fees. Passive management, on the other hand, refers to 

strategies/funds that simply replicate a benchmark. Thanks to technology and other efficiencies, 

there are not many barriers to entry for passive strategies, which has led to very low 

management fees in most cases for passive funds.   

Our investment philosophy at Ryan Financial Group is grounded in the following – for markets 

that tend to be more efficient, get exposure as cheaply and efficiently as possible (in other 

words, don’t pay up for “beta”, otherwise known as the return the market gives you); in less 

efficient markets, be willing to pay for manager skill and “alpha” (the return in excess of the 

market).  This has led us to embrace a combination of active and passive strategies, with an eye 

towards minimizing investment expenses where possible.  

Specifically, we have been proponents of passive equity strategies in the US, and particularly in 

the Large Cap space. Active managers in this area have struggled to beat the benchmark in 

recent years, especially net of the higher investment management fees. This is not altogether 

surprising considering the market environment – our work over the years has shown that active 

managers tend to have a difficult time beating the benchmark in strong equity markets. 

The vast majority of the passive strategies (especially by assets) mimic benchmarks that are 

market capitalization weighted – this means that each company’s weighting in the index is 

determined by how much it is worth (market capitalization = share price multiplied by the 

number of shares outstanding). This is the case with the S&P 500 Index, generally viewed as the 

best and most often tracked index for US Large Cap stocks. Put simply, a company’s weighting 

in an index increases as its share price rises, without regard for valuation. You can see this play 

out in our Apple versus Exxon example above. In today’s environment, this means that every 

dollar one invests in an S&P 500 Index Fund, as an example, buys more Technology stocks at 

higher prices versus a year ago…and less Energy stocks at much lower prices.   

This can lead to big changes in the composition of an index, and leave investors less diversified 

and more exposed to unintended bets at the sector, industry, and even individual stock level – 

the table below shows the sector weightings of the S&P 500 Index over different timeframes.               

S&P 500 Sector Weightings 

  12/31/1999 12/31/2007 8/31/2017 

Technology 29.2% 16.7% 23.5% 

Financials 13.0% 17.6% 14.2% 

Healthcare 9.3% 12.0% 14.7% 

Consumer Staples 7.2% 10.2% 8.5% 

Energy 5.6% 12.9% 5.7% 

Industrials 9.9% 11.5% 10.1% 

Consumer Discretionary 12.7% 8.5% 12.1% 

Utilities 2.2% 3.6% 3.3% 

Materials 3.0% 3.3% 2.9% 

Telecommunications 7.9% 3.6% 2.1% 

   Source: S&P Dow Jones Indices 



As readers (we hope there still are some at this point!) can guess, the 29% in Tech stocks at the 

height of the dot.com bubble was hugely detrimental to returns in the following period…as was 

the larger weights to the Financials and Energy sectors at the peak of the Financial crisis.   

You can see this at the stock level as well – although there are 500 companies in the S&P 500 

Index, the top ten holdings now account for nearly 20%. 

Top 10 Holdings in the S&P 500 Index (as of September 2017) 

Company Name Ticker % of Index 

Apple AAPL 3.9% 

Microsoft MSFT 2.7% 

Facebook FB 1.9% 

Amazon.com AMZN 1.8% 

Johnson & Johnson JNJ 1.7% 

Exxon Mobil XOM 1.6% 

Berkshire Hathaway B BRK.B 1.6% 

JPMorgan Chase & Co JPM 1.5% 

Alphabet Inc A (Google) GOOGL 1.3% 

Alphabet Inc C (Google) GOOG 1.3% 

Percentage in Top 10 Holdings 19.2% 

   Source: Morningstar 

 

The Rise of “Smart Beta” Investing 

We generally cringe when Wall Street comes out with slick-sounding titles for “new” strategies, as 

marketing professionals within investment firms typically try to capture attention with something 

that has “worked” in recent years, charge high fees, and raise a lot of assets. While we still don’t 

love the name “smart beta”, we have paid more attention in recent months for a few reasons: 1.) 

fees have finally come down in an aggressive manner and, in some cases, are now just slightly 

higher than the cheapest index funds, and 2.) these tend to be more defensive and provide 

more diversification at the margin, which we think is becoming increasingly attractive in the 

current market environment.   

So what is Smart Beta? At a high level, smart beta strategies attempt to replicate certain 

“investment factors” that are known to be persistent drivers of return over time. Different factors 

will be in favor at different times, and will not perform well in all market environments – we think 

this is critical to understand and consider in terms of implementation. The following chart, 

courtesy of BlackRock (a pioneer in factor investing), sums up five of the most followed “factors”.  

 

 

 

 

 



As is likely obvious in perusing this list, active investment managers tend to look for these types of 

stocks when conducting fundamental analysis at the company level. Smart beta or factor 

investing essentially looks for similar characteristics, but technological advances, better real-time 

data, and newer, more sophisticated modeling techniques have enabled screening to take 

place across vast markets in a nearly automation fashion…no need for high-priced “stock 

pickers” here!  

While we are reluctant to make a big bet by timing any one particular factor, several 

compelling investment strategies have launched in recent years that combine different factors 

(typically referred to as “multi-factor strategies”), which should increase the probability of 

performing well across different cycles and market environments. Although many newer 

strategies may seem to have a similar strategy at a high level (or by fund name), investment 

strategies and implementation can vary greatly across firms; proper due diligence should be 

used in assessing and selecting strategies.   

Considering the potential merits of these strategies, you can expect to hear more from us on this 

topic in the near future.     

As always, please don’t hesitate to shoot us an email or give us a call if you have any questions 

or comments.  Enjoy what will hopefully be a long and pleasant fall! 

Sincerely, 

 

 

Ryan Financial Group 

 

 

 

 

 

 

It is not possible to invest directly in any index. The performance of an unmanaged index is not indicative of 

the performance of any particular investment. The performance of an index assumes no transaction costs, 

taxes, management fees, or other expenses. Past performance does not guarantee future results.  

This information is an assessment of the market environment at a particular point in time and is not intended 

to be a forecast of future events or a guarantee of future results. This information should not be construed 

as research or investment advice or as a solicitation to buy or sell any securities. Statements regarding 

future prospects may not be realized and may differ materially from actual events or results. Past 

performance does not guarantee future results.  

Lincoln Financial Advisors Corp. and its representatives do not provide legal or tax advice. You may want 

to consult a legal or tax advisor regarding any legal or tax information as it relates to your personal 

circumstances.   

Registered associates of Ryan Financial Group are registered representatives of Lincoln Financial Advisors 

Corp. Securities and investment advisory services offered through Lincoln Financial Advisors Corp., a 

broker/dealer (member SIPC) and registered investment advisor. Insurance offered through Lincoln 

affiliates and other fine companies. Ryan Financial Group is not an affiliate of Lincoln Financial Advisors 

Corp. CRN-1893799-091217 
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