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OVERVIEW

It’s no secret that 2017 was a fantastic year for markets. US Equities finished each month higher than the previous, 
and December was no different. It was a record year for the S&P 500 for numerous reasons: 

•  The S&P 500 produced a positive total return in every month of the year for the first time in 90 years.

•  The price return of 19.4% was the 27th best calendar year since 1927

•  The S&P 500 set 62 new highs during the year

•  Volatility was the second lowest on record, with a daily volatility of 6.7% in 2017 (since 1927, the average is
16.6%, with the lowest on record of 5.3% in 1964).
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Wow. What a year for US equities. But there were even 
better performers around the world. US Large Cap 
Equities had only the 34th best return last year (out of 47 
countries) in the MSCI All Country World Index (ACWI). 
45 of the 47 countries posted a positive return in 2017.

Global bonds posted similar returns, just on a much 
smaller level. According to State Street Global Advisors1, 
no matter which way you slice the global bond market, 
not a single bond sector, style, or duration posted a 
negative return.

Years like 2017 are great for portfolios, but unlikely to 
repeat often on such a scale. Going forward, we expect 
markets to perform much differently, and not nearly 
as smoothly. We are not forecasting negative returns 
across the board in 2018, but we do expect volatility to 
increase (or at least return!) and more asset classes, 

Source: MCF, Morningstar Direct

1“Charting the Market: 5 Charts You Need for 2018.” SPDR Blog, 
blog.spdrs.com/post/charting-the-market-5-charts-you-need-for-2018
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especially bonds, to struggle providing positive returns 
going forward.

U.S. EQUITIES
US Large Cap stocks (S&P 500 Index) returned 6.6% 
for the quarter and 21.8% for the entire year. Mid-Cap 
stocks (S&P 400 Index) returned 6.3% for the quarter 
and 16.2% for the year. Small-Cap stocks (S&P 600) 
posted returns of 4.0% for the quarter and 13.2% for the 
year. As companies are reporting Q4 earnings, FactSet 
estimates an earnings growth rate of 10.9% year-over-
year for the S&P 500.

US corporate fundamentals are very strong, and earnings 
growth is expected to follow suit in 2018, due in part 
to tax code changes. Both the economic backdrop and 
consumer sentiment are incredibly sturdy, supporting 
higher equity prices. It is important to note, however, 
that not everything supports a continued march higher.

US Equities are fully priced, if not expensive, when 
measured by almost any valuation metric. Trailing and 

forward Price-to-Earnings ratios are elevated, although 
this could be fair given the low inflation/low interest rate 

environment. 

Shiller’s CAPE (Cyclically Adjusted Price-to-Earnings) 
ratio is higher than it was before both the tech bubble 
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and the Financial Crisis. If we look at sales, the root of 
most other valuation metrics, the picture is also bleak 
– the highest Price-to-Sales ratio in the past 30 years.

The issue with valuation metrics is timing. Valuations 
have very high explanatory powers over the long run – 
at least five years or more – but over the next 12 months 
other risks are present that could offset the benefits of 
tax reform and strong earnings. Inflation and interest 
rates are expected to rise in 2018, putting downward 
pressure on stocks. Wage inflation could be the one 
factor that directly impacts earnings. Look for equities 
to struggle in 2018 if it pops higher.

We are very cautious on our allocations to US Equities 
going into 2018. This may seem counterintuitive given 
2017’s strong returns, but when viewed through a risk 
lens, it is more about protecting portfolios than trying 
to stretch for more growth and leaving our clients 
overexposed to unnecessary threats. 

INTERNATIONAL EQUITIES
Both Developed and Emerging Markets Equities 
outperformed the major US Equity indices for the 
quarter and the year. International Developed stocks 
(MSCI World ex-USA Index) returned 4.2% for the 

quarter and 24.2% in 2017. Emerging Markets stocks 
(MSCI Emerging Markets Index posted a return of 7.4% 
for the quarter and an impressive 37.3% return for the 
year. Growth in foreign economies in 2018 is expected 
to be stronger than the US, which could relate to 
similar relative outperformance for International 
equities in 2018.  

International markets share many of the same 
attributes as US markets – strong economic backdrop, 
strong fundamentals, and strong sentiment – however, 
there are several notable differences. For starters, 
valuation levels are much more attractive, both relative 
to historical averages and compared to the US. 

Additionally, economic growth and corporate 
fundamentals (namely, earnings growth are forecasted 
to be higher than the US. Sentiment is also improving. 
Each of these metrics has better upside potential 
relative to the US, providing more room for international 

equities to go higher over 
the long run. 

International Equities are 
not without their own set of 
risks though. Geopolitical 
concerns are more of a 
threat to international 
markets, and do not rule 
out market gyrations from 
the progression of “Brexit” 
(some new studies show 
that nearly no potential 
outcome would be good 
for the UK, which could 
drag down other markets 
as well). Global economic 
growth was a boon for 
emerging markets in 2017, 
but if demand slows (and 
commodity prices drop 

There is a cyclical pattern of outperformance 
between US and International Equities and 
2017 may have been the first year of the 
new cycle favoring International Equities.
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lower), emerging markets would be hit the hardest.

We still favor International Equities over US equities 
but are not as enamored with the international markets 
as we were a year ago. In many of our portfolios, we 
slightly reduced international exposure as markets 
roared higher. As with US markets, we expect more 
volatility in 2018. If International Equities take a breather 
over the next 12 to 18 months, we would look to add 
back to International Equities as we believe they provide 
the best opportunity for growth in the long run. 

There is a cyclical pattern of outperformance between 
US and International Equities and 2017 may have been 
the first year of the new cycle favoring International 
Equities. Emerging markets have the most ground to 
make up – even after a 37% return in 2017, the MSCI EM 
Index has returned only 1.7% annualized over the past 
10 years (for reference, the S&P 500 Index is up 8.5% 
and the MSCI World Index, a measure of international 
developed equities, is up 1.9%).

REAL ASSETS & DIVERSIFYING STRATEGIES
Allocations to Diversifying Strategies and Real Assets 
were mostly positive for the quarter. PIMCO All Asset 
returned 3.1% for the quarter and 14.0% year-to-date, 
outperforming Bonds. Our positions in Real Assets, 
which consist of Energy Infrastructure investments, 
slightly added to performance for the quarter but 
detracted year-to-date. Allocations to Insurance-Linked 
Bonds were relatively flat during Q4.

Given the strong returns of traditional asset classes 
(stocks and bonds) over the past several years, and 
especially in 2017, Real Assets and Diversifying 
strategies seem relatively unattractive. That is only 
an appearance though. Throughout history, there are 
several years/periods where portfolios do not seem to 
benefit from diversification. 2017, a year where equities 
had historically low volatility, is a great example of this. 

When shifting that line of sight to the years following low-
volatility years, however, we see diversification shine. 
Historically we were able to use bonds (especially long-
dated US Treasuries) for the majority of diversification 
from equities, but with low starting yields and the threat 
of rising interest rates, bonds do not offer the same 
offset against falling equities. 

If we expand our view even further to a full market cycle, 
the benefits of diversification through nontraditional 
asset classes really shows. We slightly increased 
allocations to Diversifying Strategies in 2017 and 
expect to do the same in 2018. Our goal is to reduce 
overall portfolio risk by adding investments with 
positive return expectations with limited correlations to 
equities or interest rates. Although these investments 
may underperform in the short run, we expect positive 
risk-adjusted returns over the next five years.

BONDS
US Intermediate Bonds (Bloomberg Barclays US 
Aggregate Bond Index) returned 0.4% for the quarter 
and 3.5% in 2017. Municipal Bonds (Bloomberg Barclays 
Municipal Index) returned 0.8% for the fourth quarter 
and 5.5% year-to-date. Short-Term Bonds (Bloomberg 
Barclays U.S. Agg 1-3 Year Bond Index) declined -0.2% 
for the fourth quarter but gained 0.9% throughout the 
year. Interest rates increased slightly during the quarter 
as the US Treasury 10-year yield closed at 2.40% after 
the Fed hiked rates 0.25% in mid-December. The new 
Federal Reserve Chairman, Jerome Powell, is set to take 
over for Janet Yellen in 2018 and the Fed forecasts at 
least two rate hikes in 2018.

Rising interest rates have been a concern for investors 
over the past five years, but monetary easing kept rates 
low across the globe. Central banks held rates to their 
lowest levels on record while making record asset 
purchases, exponentially growing their balance sheets. 
Following the strong global growth and tremendous 
equity returns of 2017, however, that central bank 
support is waning.

2018 is set up to be one of the most interesting years 
for bond markets since the Barclays Aggregate Bond 
Index’s history began in the mid-1970s. Never before 
have we seen the Fed plan to reduce their balance 

For the past several years, Real Assets 
and Diversifying Strategies have detracted 
from performance as equities and bonds 
have enjoyed a smooth ride higher. This 
trend likely will not continue going forward 
and diversification will benefit portfolios.

Past performance is not indicative of future results.  Not a recommendation of any particular security or strategy. 
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sheet on such a scale, along with a plan for multiple 
rate increases as well. The Barclays Aggregate Bond 
Index also looks much different than it has for most of 
the past 40 years. The composition now is over 70% 
government related, with an overall yield of only 2.5% 
(historical average is closer to 6.5%) and duration above 
6.0 (historically less than 3.0). 

Here is a quick example of why this is concerning:

Duration is a measure of a bond’s sensitivity to interest 
rates, equating to the price drop for a bond given a 1.0% 
rise in interest rates. Using historical averages, a 1.0% 
increase in interest rates would equate to about a -3.0% 
drop in the Agg Bond Index, but the yield of 6.5% would 
cover this and still provide about a 3.5% total return (over 
12 months). Currently, a 1.0% increase in interest rates 
would equate to a -6.0% drop in the Agg Bond Index, 
with only 2.5% of yield to offset the loss – requiring 
more than two years to make up the difference.

We have favored an underweight to bonds for several 
years now and will continue to do so for the foreseeable 
future. Even with these risks, bonds are generally a 
more stable investment than higher-risk assets (such 
as stocks), and as such, portfolios should still have an 
allocation to bonds large enough to cover several years 

of cash flows. In the event 
rates were to spike, bonds 
still provide less downside 
risk than their equity 
counterparts (which 
also could experience a 
downturn if rates spike 
higher). To mitigate the 
interest rate risk, we are 
focusing on shorter term 
bonds, including the 
potential to add floating 
rates bonds in early 2018. 

ECONOMY
The global economy 
synced in 2017 and 
experienced widespread 
economic growth, with 
only a few weak spots 
scattered throughout. US 

real GDP growth was 2.3%, an improvement over 2016 
(1.5%) but still below trend for expansionary periods. 

Globally, real GDP growth in 2017 hit 3.7%, the highest 
level since 2011.

Labor markets across the globe continued to improve. 
The unemployment rate in the US fell to 4.1%, down from 
nearly 10.0% on December 31, 2009 and well below the 
long-term average of 5.8% since 1948.

Globally, unemployment levels generally were lower, 

Past performance is not indicative of future results.  Not a recommendation of any particular security or strategy. 
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although less than 20 countries, mostly in emerging 
economies, have lower unemployment than the US.

Other economic data points were also positive in 2017. 
Only a handful of countries did not end the year with a 
PMI level indicating economic growth. Consumer and 
investor sentiment across the globe has improved, in 
part due to strong equity markets.

Such strong economic data presents a problem for cen-
tral banks, including the Fed. Global monetary easing 
(low interest rates, larger balance sheets) has aided the 
growth and stability of markets over the past several 
years. Now that economic activity is picking up, cen-
tral banks are taking a less accommodative stance. 
For example, 2017 was the first year since 2008 that 
no Top-10 developed country’s central bank cut interest 
rates. In addition, the Fed began reducing its balance 
sheet, taking away some market liquidity. Other central 
banks are expected to follow suit beginning in 2018.
he current economic cycle is expected to continue 

through 2018, making it the longest (yet one of the 
shallowest) expansionary periods in US history. 
International economies are a few years behind the US 
in their economic cycle, but the story is similar in that we 
are likely in the back half of the global economic cycle. 
While the probability of recession in the US in 2018 is 
15%, according to Bloomberg consensus estimates, 
that probability increases when looking out three years 
or more. The timing, velocity, and depth of the next 
recession heavily depend on the skill of central banks in 
their unwinding of Quantitative Easing.

SUMMARY

2017 was one of the smoothest years on record for 
equities. Economic data in the US was mostly positive. 
Global growth synced higher for the first time in several 
years. Corporate earnings growth was strong and is 
forecasted to continue. Consumer sentiment reached 
the highest levels since that of the tech bubble. There 

Past performance is not indicative of future results.  Not a recommendation of any particular security or strategy. 
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Asset Class
Long-Term

Outlook
Current

Positioning Focus for Next 12 Months

U.S. Equities Slightly
Unfavorable

Slightly
Underweight

Invest with potential risks in mind, adding to allocation 
during periods of market downturns

International
Equities

Relatively
Positive Overweight Mix of developed and emerging markets, 

balancing risks with U.S. Equities

Real Assets Positive Overweight Hedge the potential for a surprise increase to inflation

Diversifying
Strategies Positive Overweight Spread risk away from U.S. Equities and interest rates

Bonds Unfavorable Underweight Maintain minimum allocation to core bonds and lower 
duration, gradually increase allocation as rates rise

Cash Unfavorable Underweight Minimize; used only for liquidity needs

MCF Asset Class Views

are a lot of positives in the world today that make a 
great case for the bull market to continue its run.

That being said, there are also a lot of potential 
negatives: high equity valuations, Fed’s plan to raise 
interest rates, plans to reduce the Fed’s balance sheet, 
other central banks’ plans to end extreme monetary 
easing, nearing the end of an economic cycle, mean 
reversion for volatility, and higher-than-expected 
inflation. These potential risks warrant caution against 
extreme optimism based on the positive factors listed 
above. 

Successful investing – the measure of which is specific 
to each individual – is a function of the rate of return 
required for a given level of risk. In order to formulate 
the required rate of return, an understanding of the risks 
you are willing to take is needed. Take on too much risk, 

and you may incur losses too large for comfort. Take 
on too little risk, and your portfolio may not grow or last 
long enough to support your cash flows and liabilities.

At this point in the cycle, the risks are starting to weigh 
heavily on expected future returns. We have 
been reducing risk because these expected 
returns are lower than the rate of return we require 
per unit of risk. Traditional asset classes have carried 
portfolios much higher over the past several years; 
diversification has been a drag on returns. If volatility 
picks up as expected, however, the ride will not be 
nearly as smooth. Given the current environment and 
potential risks in the markets, we believe it is even 
more important now to hold a well-diversified 
portfolio and maintain discipline while investing – 
two very difficult things to do after such a wonderful 
2017.

Past performance is not indicative of future results.  Not a recommendation of any particular security or strategy. 
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