
 
 

3rd Quarter 2017     

“Unfortunately, most investors struggle to stay focused on the long-term and react to the short-term, unwittingly making money-

losing decisions.” —Warren Buffett 

Global economic growth accelerates 

Global equity markets continued their strength in the 3rd quarter of 2017 in the face of broadening and accelerating 

global economic growth which has whetted investor appetite for risk assets. For the first time since the financial crisis, 

all countries in the Euro zone experienced positive economic growth. According to Blackrock Investment Institute, three 

quarters of countries worldwide are clocking up economic growth, and all major regions are posting earnings-per-share 

growth higher than 10% for the first time since 2005. 

Broadening economic growth, rising global equity markets and subdued inflation has resulted in record low volatility, 

not just in the capital markets but in economic data as well. As the current expansion cycle for the U.S. enters its eighth 

year, many investors wonder if the current cycle is getting long in the tooth. According to Blackrock, slack remains in the 

economy despite a jobless rate at levels not seen since the 1950s. In fact, Blackrock contends that slower growth—a 

function of structural changes such as an aging society—means economic slack created in the last recession is being 

eroded at a sluggish pace. They suggest the expansion can run for much longer—likely years—until the U.S. economy 

reaches full potential. Current wage growth is currently at a point where it would be in the middle of an economic cycle, 

not the end, according to Blackrock. 

We expect interest rates and inflation to rise moderately in the U.S. as the Federal Reserve begins unwinding the 

massive stimulus program initiated during the financial crisis and raising short term interest rates. However, we believe 

any rise in interest rates will be capped by structural factors, like aging demographics, excess savings, slow productivity 

growth, and demonetization though continued rapid technological advances. In the Euro zone, it wasn’t that long ago 

that the European Central bank was facing negative interest rates as it battled deflationary forces and economic 

sluggishness. We expect lower inflation and stable interest rates in Euro zone economies since significantly more slack 

exists in these economies where growth remains more fragile. Low interest rates coupled with sustained global 

expansion provides a positive backdrop for corporate earnings and equity markets. 

If Blackrock is correct and the current economic cycle has years to run, that doesn’t mean the stock market will continue 

its march upward unabated. In fact, 

bouts of volatility and market 

corrections in the short to 

intermediate term are likely. 

However, we think in this broadening 

global expansionary environment, 

any setbacks in equity markets will 

be buying opportunities.  
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Internationals lead again 

As we expected, international asset classes and emerging markets 

continued their outperformance in the 3rd quarter of 2017 (above). 

International large cap, small cap, and emerging markets broad asset 

class indexes have all posted total returns in excess of 20% for 2017 

through September 30th. While we don’t expect this outperformance 

over U.S. asset classes will continue on a month-to-month or quarter-

to-quarter basis, we believe we have entered into a secular turn of 

outperformance of international versus U.S. equity asset class. 

Comparing the longer term returns between U.S. and International 

asset classes (right), it appears the catch up for international stocks is 

just beginning. 

Momentum Factor Exchange Traded Funds (ETFs) have been very 

strong performers across the globe and across asset classes in 2017 through September 30th (see ETF returns chart, last 

page). Factor Model or strategic beta ETFs attempt to capture long term excess returns by exploiting risk factors 

discovered in academic data. Securities within these ETFs are selected and rebalanced based on the fundamental and/or 

technical “factors” that have lead to this long term outperformance. During periods of strong or accelerating economic 

growth, the Momentum Factor tends to dominate, which it has this year. One of our largest factor-based positions is the 

iShares MSCI USA Momentum Factor ETF (MTUM), which is up 27.2% year-to-date through September 30th and another 

1.5% so far in October. Despite this year’s strong showing across the board with this Risk Factor, we believe conditions 

are right for continued strength for the Momentum Factor.  

Style investing refers to the relative performance of Growth versus Value stocks as a group, and the relative 

performance tends to move in longer cycles. Growth companies have higher sales and earnings growth and trade at 

higher relative valuations while Value or “cheap” stocks experience slower growth and have lower price valuations and 

higher dividend yields. In 2016, Value or lower priced stocks outperformed growth stocks for the first time in quite 

awhile.  

With the acceleration in global 

economic growth, this trend has 

abruptly reversed in 2017 as the 

Style Returns chart shows. Value 

stocks have underperformed growth 

and neutral asset classes in every 

category this year. We think this 

trend could reverse in the short 

term as institutional investors 

rebalance out of growth and in to 

value asset classes. 

 

Stretched valuations? 
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Major U.S. stock market indexes are trading near all-time highs, and, as we pointed out in last quarter’s newsletter, U.S. 

equity markets are trading at valuation measures (price-to-book value, price-to-earnings, price-to-sale, etc.) well above 

historical averages. However, these historical comparisons may be less useful today because of structurally low interest 

rates.  With U.S. economic growth and inflation rising moderately, expectations are for the Federal Reserve to push 

ahead with policy normalization by slowly and methodically liquidating its balance sheet. Since interest rates are a key 

factor in equity valuations, structurally lower long term interest rates justify higher equity valuations. This, coupled with 

the stronger global growth backdrop, is positive for equities, particularly in Europe and Emerging Markets. 

Much has been made about the extreme low 

volatility of equity capital markets. However, this 

subdued volatility at the surface has masked 

some extreme activity below the surface. 

Worries about technological disruption are 

causing wild swings within certain sectors. The 

classic example is internet retailers versus just 

about every other retail sector where companies 

have higher fixed costs and a real estate 

footprint. We think, however, this trend is 

overdone and has created some opportunities 

for security selection among innovative 

companies that have differentiated themselves 

in retail and other sectors subject to disruption. 

Risks 

While capital markets have been very calm, geopolitical risks have risen. The possibility of regional military conflict has 

increased due to North Korea’s missile and nuclear weapons programs. However, we think the possibility of an all out 

war is low as there is simply too much at stake on all sides. We think the U.S. will intensify its campaign of unilateral 

sanctions on North Korea and pressure China to participate. Another major risk underestimated by the market is the 

potential for strained relations between U.S. and China, which has occurred in history between established and rising 

economic powers. Trade and market access disputes could strain an increasingly competitive U.S.-China relationship in 

the long run. Other geopolitical risks having the potential for market impact include: 

 Major cyber attack 

 Major terror attack 

 North American trade relations 

 Russia-NATO conflict 

 South China Sea conflict 

 Escalation in Syria and Iraq 

 Fragmentation in Europe 

 Gulf conflicts 

While these geopolitical risks lurk, we see few triggers that will shock markets out of their current low volatility regime. 

Outlook 

http://www.scadvisors.net/newsletter_archive.asp?ID=54
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Equity markets have started on a positive note so far in the 4th quarter. We think global equity markets stand a good 

chance to finish strongly in 2017. While market sentiment remains bullish, we believe that is always best to operate 

based on the fact that, when it comes to investing, no one knows for sure what the future holds. Big bets based on 

major assumptions can wind up being painful if things don’t go as expected. We also think equity returns could 

moderate in 2018, and the only way to take advantage of eventual market corrections is to have cash available.  

In the satellite component of our portfolios, we will continue with our approach to rebalance out of stocks that have 

achieved or exceeded fair values and add those that trade at the largest discounts to fair value. We would tend to raise 

cash if investment opportunities in our research universe became thinner. For our balanced accounts, we have been 

rebalancing out of equities during this period of market strength and increasing our fixed income positions and will 

continue to do so. 

After the strong returns in equities since the Presidential election, now is a good time to review financial plans and 

Investment Policy Statements and discuss any new financial circumstances that should be factored into portfolio 

structure. Please call us if you have any questions, comments, or concerns. 

—Dana L. Crosby, CFA, CFP® & Rick Stein 

 


