
 

 

 

 

 

Market Update – December 2017  

“I wasn’t ready for all the things that could go wrong”, Sana Hamelin, owner of the Denver Cat 

Co., which owns and operates a ‘cat cafe’, via the Wall Street Journal 

 

 Another month, another move higher in equity markets. Similar to what we have 

experienced for most of 2017, stocks grinded higher in a remarkable calm, steady 

manner. While we have been surprised by the lack of volatility (more on this later), the 

backdrop remains very supportive for equities: economic data remains strong, inflation 

remains under control, central banks around the globe remain very supportive, and 

Republicans were even able to pass a tax bill that is likely to boost growth and 

confidence, at least in the near-term.   

 Global equities (as defined by the MSCI ACWI Index) ended the month up +1.5%.  

International stocks outperformed US stocks in December, partially due to a weakening 

US Dollar. Emerging Markets bounced back from a lackluster November, rallying nearly 

+4% in December1.    

 As we noted last month, there was a fairly dramatic rotation in the last few trading days 

in November in terms of market leadership from a style and sector standpoint. This 

broadly continued in December, as investors started to move away from the better 

performing sectors (Technology and Healthcare, for example) and into 2017’s laggards 

(and more value-oriented market segments) such as Consumer, Energy, and Financials.  

Still, growth was certainly the place to be in 2017. Growth-oriented companies posted 

impressive returns of +30% in the US, while value peers returned under +15%. To best 

illustrate this, an equally-weighted basket of the “FAANG” stocks (Facebook, Amazon, 

Apple, Netflix, and Google) was up a cool +50% in 2017! 1 

 For the year, global equities were up over +24%. Emerging Markets came out on top from 

a geographic perspective after a string of disappointing years, rising over +37%.  

International Developed markets returned over +25%, and the S&P 500 Index (which 

represents the largest 500 companies by market capitalization in the US) returned +21.8%. 

Despite notable outperformance in 2017, International and Emerging Markets stocks 

have massively underperformed US stocks over the trailing 3-, 5- and 10-year periods. US 

Small Cap stocks lagged on the year, but posted respectable returns of +14.6%1.         

 Bonds posted modest gains in December, as interest rates ended the monthly slightly 

lower and corporate credit performed well. The yield curve flattened on the year, as 

shorter term interest rates rose, the 10-year ended roughly where it started the year, and 

long-term yields ended slightly lower. As was widely expected, the Federal Reserve hiked 

its benchmark interest rate in December, and maintained its projection for three rate 

increases in 2018. For the year, the Bloomberg Barclays US Aggregate Bond Index 

returned +3.5%1. While we are not forecasting doom and gloom for bonds in 2018, we 

believe the risk/return outlook for traditional fixed income is unattractive, and struggle to 

see how the Index can beat or even match these results in 2018.        

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



 

 

Market Environment & Portfolio Positioning: 

While we typically like to start our market updates with some sage advice from legendary 

investors, such as Warren Buffett or Benjamin Graham, we just couldn’t pass up the opportunity 

on the quote above. First, it’s comical that this was deemed significant enough to pop up on my 

phone as breaking news (perhaps Apple did this on purpose as another way to talk me into 

upgrading to the newest model?). It’s not that I’m against cats, to be clear. While I’m certainly 

more of a dog-person now, I grew up with a cat (rest in peace, Kirby!). But the thought of 

sharing coffee with a strange cat, or worse yet a few hair balls, just seems a little strange. 

Second, REALLY? I could list 37 things that could easily go wrong in the first hour of opening up a 

restaurant filled with cats. Third…and I’ll finally bring this home…it feels like this has increasingly 

become the prevalent attitude in the current market environment, with both stocks and bonds. 

What could possibly go wrong?   

Investors today seem less focused on asking that question, and more focused on not missing out. 

“FOMO”, or the Fear of Missing Out, is indeed alive and well. Until recently, the current bull 

market (now in its ninth year) was often dubbed ‘the most hated bull market ever’ by many 

market strategists, as investor sentiment remained stubbornly lukewarm and many investors 

remained on the sidelines or at least were very defensively positioned. This has changed 

meaningfully in recent months, suggesting both individual (retail) and institutional investors are 

now all-in on equities. According to the American Association of Individual Investors, those in the 

bullish camp outnumber the bears by the most since 2010. Investors Intelligence’s survey of 

financial newsletters just rang up the most bullish statistics since 1987. Bullish readings are not 

limited to survey data – margin debt has hit reached record levels, cash levels for Charles 

Schwab clients reached the lowest level on record2, and retail investor exposure to the stock 

market hit all-time highs in December3. Even the supposed ‘smart money’ is joining.  According 

to a recent report from Morgan Stanley, institutional investors have been “loading the boat on 

risk”, as evidenced by the highest levels of leverage and net long exposure the firm has ever 

seen. For those not in tune with hedge fund lingo, net exposure is simply short positions (hedges 

or bets that stocks will go down) subtracted from long positions. As such, higher net exposure 

means one is more exposed to the market.  A hated rally, this is no longer. 

While these types of measures can be helpful contrarian indicators, their ability to predict an 

impending collapse in stock prices, especially in the near-term, is far from perfect.  To be sure, 

some prognosticators believe this behavior is suggesting a new phase for the bull market – a 

“melt-up phase” that would push stocks higher in rapid fashion to new, dizzying heights.  Even 

old school value investor Jeremy Grantham, co-founder and chief investment strategist at GMO, 

whom we respect highly, penned a very recent article titled “Bracing Yourself for a Possible 

Near-Term Market Melt-Up”. Although he concedes that “this is one of the highest-priced 

markets in US history”, he thinks the odds are better than 50/50 that animal spirits ignite further 

and push the S&P 500 Index to euphoric levels in line with past market bubbles. This would mean 

somewhere between 3,400 to 3,700 on the S&P 500 Index, which equates to a sharp 25-35% rise 

from today’s levels. Before you jump headfirst onto the FOMO train, some thoughts: 1). GMO has 

been significantly underweight US equities in recent years (in other words, he doesn’t have a 

crystal ball), and 2). If the melt-up does occur, Mr. Grantham expects a market crash (-50%) that 

is more spectacular than the rally, leaving us well underwater, at least temporarily, relative to 

current levels, and 3). Perhaps the fact that renowned value investor Jeremy Grantham is calling 

for a melt-up is the perfect contrarian indicator…               

 

                                                 
2 Source: Morgan Stanley 
3
 Source: TD Ameritade 



 

 

In addition to bullish sentiment and rich equity valuations (especially in the US), there has not 

been much at all in the way of equity market volatility. This is not normal. In fact, the S&P 500 

Index set a record in the fourth quarter for the longest streak, now well over a year, without a -3% 

pullback. Additionally, we are now just days away from breaking the longest streak without a       

-5% pullback4. Since 1980, the average intra-year market decline on the S&P 500 Index has been 

nearly -14%, according to an analysis from JPMorgan. While it’s easy to forget since the market 

bounced back rather quickly, we did experience double-digit market declines in both 2015 and 

2016. We have written about this in the past, but remain cognizant that equity trading is 

increasingly dominated by passive funds, ETFs, quantitative strategies and algorithmic trading 

models (computers). Most pay little attention to fundamentals and valuation, and are 

programmed to step aside once various drawdown thresholds are triggered. Because volatility 

has been low, these strategies have continued to “buy the dip”, but we suspect at some point 

many will back away in unison. Fundamentals will win out in the end, but this dynamic could 

exasperate near-term market declines and lead to volatility many are not expecting.   

Ok, now for the positives. The economic backdrop across the globe remains encouraging, and 

has even accelerated in recent months. Manufacturing and service data continues to 

strengthen around the world, unemployment is near all-time lows (at least in the US), wage 

pressure and inflation both remain modest, consumer and business confidence is robust, 

earnings growth remains strong, and tax reform should provide at least a temporary boost to 

economic growth and corporate earnings.   

Because of this, we do not think it is time to abandon our longer term strategic asset allocation 

targets and hide in a bunker just yet. But, we do think the current environment calls for a more 

defensive posture, and have positioned portfolios accordingly in recent months. This has led us 

to tilt towards value and quality, in addition to favoring what we believe at top-tier (though 

often under the radar) institutional managers that run concentrated portfolios and are not afraid 

to deviate from their benchmark and/or what the masses are doing. In addition, we recently 

implemented a long/short equity manager that can take full advantage of the short side (which 

it is currently doing given its view on company-specific valuations and fundamentals). These 

managers, like us, try to avoid the FOMO mindset. From a geographic perspective, we continue 

to believe that valuations outside the US are more attractive, and continue to have meaningful 

exposure to both International and Emerging Markets.   

Switching gears, bonds (at least in the “traditional” sense as defined by the Bloomberg Barclays 

US Aggregate Index, often referred to as just the “Barclays Agg”) are wildly expensive, in our 

view. Unlike stocks, bonds will not subject investors to significant market drawdowns, but the 

expected return per unit of risk strikes us as unappealing, to say the least. In addition to artificially 

low yields, the duration of the Barclays Agg is the highest it has been in decades5. Duration 

measures the sensitivity of a bond’s price to a change in interest rates, and as such, the Barclays 

Agg will lose more today if interest rates rise relative to history. To put some simple math around 

this, if interest rates rise 1% across the yield curve (which doesn’t seem to be that crazy given the 

current economic backdrop) the benchmark’s duration of about 6 years will lead to a price 

decline of about -6%. This will be offset by the yield from the underlying bonds – about 2.5% 

today6 - but still leave investors with a total return of -3.5%. If interest rates stay the same for 2018, 

the total expected return is the yield, meaning investors barely breakeven after inflation.    

 

                                                 
4 Source: Bespoke Investment Group 
5 Source: JPMorgan Asset Management 
6
 Source: Morningstar 



 

 

While inflation has remained under control (and stubbornly low versus the desires and 

predictions of most Central Banks around the globe), it has shown some signs of picking up in 

recent weeks. Further, The Federal Reserve is in the very early innings of unwinding and reversing 

what has been unprecedented monetary policy that has held interest rates artificially low and 

pushed market participants far out on the risk curve in order to generate any type of yield 

and/or returns. While we continue to think the Fed will take a very conservative and gradual 

approach, no one really knows how this will end, because we have never seen anything like it 

before.   

With an eye towards risk management, we have recently made some meaningful changes 

within Fixed Income structures for non-taxable portfolios in order to optimize both risk and return. 

We outlined the changes in last month’s market update, but we will summarize here in the event 

you were too busy sipping egg nog…  

 Trimmed exposure to our Core Plus manager; while this tends to be the better performer 

in periods of market shocks, there is more exposure to rising interest rates and the yield is 

unexciting to say the least.   

 Maintained exposure to our Unconstrained manager, which tends to hedge interest risk 

and have more levers to pull versus strategies that pay close attention to the benchmark. 

 Fully exited a manager with considerable High Yield exposure; we do not believe 

defaults will spike anytime soon, but spreads (the yield difference versus treasury bonds) 

are at historically low levels, and we just don’t love the return per unit of risk at these 

levels. 

 Increased exposure to a boutique, under the radar manager with significant exposure to 

residential mortgage-backed securities (“RMBS”); this particular manager employs a 

conservative strategy in what believe to be a compelling space, and the Fund’s modest 

asset base allows it to buy bonds that the bigger players cannot.  The portfolio offers an 

attractive yield and approximately ~75% of the Fund is floating rate in nature – making it 

less susceptible to rising interest rates.       

 

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

or comments.  In the meantime, here’s to 2018!     

Best regards, 

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-1991016-011018  

https://secure.reged.com/AdTrax/submitrequest/True$002c1991016?t:lb=t

