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““The stock market is the story of cycles and of the human behavior that is responsible for overreactions in both directions.”  —Seth 

Klarman 

The New Abnormal 

Despite the backdrop of rising international tensions, increasing political rancor, legislative uncertainty pertaining to 

health care and tax reform, FBI investigations, and an aging bull market, capital markets continued their strength in the 

second quarter of 2017 with also continued eerily record low volatility. State Street Global Advisors describes this as the 

“New Abnormal” in their mid year market commentary. They also point out a few interesting dichotomies, one of which 

is the different viewpoints presented by the stock and 

bond markets as a whole. 

As U.S. indexes continued to trade at or near all time highs, 

the stock market has remained excited about the 

prospects for potential better economic growth, improving 

earnings, lower taxes, less regulation, still low interest 

rates, and benign inflation. After a post-election inflation 

scare that saw the 10-year Treasury yield touch 2.6%, the 

bond market has been much more skeptical about higher 

inflation and economic growth than the stock market as 

the yield curve has been flattening for much of this year. 

Bond yields are influenced by growth and inflation 

expectations and term premiums. With the spread 

between the 10- and 2-year Treasury bonds decreasing, 

bond investors are demanding less yield for the security of 

principal in the Treasury market and are, thus, much more skeptical on economic growth expectations than their stock 

market counterparts. With short term sluggish growth, low rates, and benign inflation, it is possible both markets could 

be right. But, it will be interesting to see if one is eventually not. 

The currency markets are also signaling doubts about U.S. fiscal policy for higher economic growth. The U.S. Dollar Index 

hit a multi-year high in January but is now down 5% year-to-date. Typically, the U.S. Dollar will strengthen in the face 

higher economic growth expectations particularly when the U.S. has greater interest rate differentials compared to the 

rest of the developed world. And, that is what initially happened. However, the Trump infrastructure spending plans and 

tax cuts are stuck in line behind health care reform, and economic growth in Europe has outpaced U.S. growth this year 

for the first time in a long time. Thus, the dollar has weakened, but that has helped U.S. investors with foreign holdings. 

International stocks lead again 

After years of dragging down portfolio returns, International and Emerging Markets asset classes boosted portfolio 

returns for the second quarter in a row (see asset class returns table). Earlier in the quarter, we came across an article 
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Asset Class Returns Year-to-Date 6-30-2017

US Large US Mid US Small REITs Intl Large Intl Small Em Mkts Bonds

Q1 2017 6.0% 3.9% 2.5% 3.2% 7.3% 8.0% 11.5% 0.8%

Q2 2017 3.1% 2.0% 2.5% 2.6% 6.1% 8.1% 6.3% 1.5%

YTD 2017 9.3% 6.0% 5.0% 5.9% 13.8% 16.7% 18.4% 2.3%

Indexes: US Large, Russell 1000; US Mid, S&P MidCap 400; US Small, Russell 2000; REITS, DJ US Real Estate; 

Intl Large, MSCI EAFE; US Small, MSCI EAFE SMall Cap; EM, MSCI Emerging Markets; Bonds, Barclays US Agg 
Bond. Source: Morningstar.

Long Term Asset Class Returns

Through 6-30-2017

Annualized

Name 1 Month 3 Months 6 Months 1 Year 3 Year 5 Year 10 Year 15 Year

US Large 0.70 3.06 9.27 18.03 9.26 14.67 7.29 8.62

US Mid 3.46 2.46 4.99 24.60 7.36 13.70 6.92 9.19

US Small 1.62 1.97 5.99 18.57 8.53 14.92 8.56 10.40

REITs 2.04 2.59 5.89 1.42 8.33 9.27 5.15 9.27

Intl Large -0.18 6.12 13.81 20.27 1.15 8.69 1.03 6.31

Intl Small -0.02 8.10 16.72 23.18 5.60 12.94 3.41 9.95

Em Mkts 1.01 6.27 18.43 23.75 1.07 3.96 1.91 10.60

Bonds -0.10 1.45 2.27 -0.31 2.48 2.21 4.48 4.48

US Equity

Intl Equity

Bonds

Indexes: US Large, Russell 1000; US Mid, S&P MidCap 400; US Small, 

Russell 2000; REITS, DJ US Real Estate; Intl Large, MSCI EAFE; US Small, 
MSCI EAFE SMall Cap; EM, MSCI Emerging Markets; Bonds, Barclays US 
Agg Bond. Source: Morningstar.

from the CFA Institute blog site “The 

Enterprising Investor” that discussed the 

long cycle of European versus U.S. stock 

outperformance and the massive flows of 

capital from international stock funds to 

U.S. equity funds, indicating investor 

capitulation that typically occurs at the end of a cycle. The article served as impetus to increase our allocations to 

international stocks in both the Core and Satellite components of our portfolios.  

For just the third time in the last 50 years U.S. 

stocks outperformed European stocks by 100% 

over the last 10 years. Historically, when spreads 

reached 100%, European stocks went on to 

outperform over the next 10 years. Interestingly, 

the article points out that from 1970 through 

2009, the performance of the MSCI Europe Index 

and the S&P 500 Index were identical. The entire 

outperformance of the S&P 500 over the 47 

years occurred during the last 7 years! We think 

that the cycle is just beginning to change. 

When comparing longer term returns (5 and 10 year) 

between international and U.S. equity asset classes 

(above table), clearly international asset classes have a lot 

of catching up to do. And, the relative valuations chart 

(left), courtesy of State Street Global Advisors, show that 

valuations significantly favor international and emerging 

markets stocks over U.S. stocks. 

The chart shows the maximum, minimum, and 15-year 

median Price-to-Book Value ratio of the S&P 500 relative 

to European stocks, a broader Euro-Asia index, and an 

Emerging Markets Index. All are trading at significant 

discounts to the 15-year median relative to the S&P 500. 

With the tailwinds of higher economic growth and 

inflation and continued accommodative monetary policies in foreign markets, we intend to maintain if not increase 

allocations in these asset classes within the Core portion of our equity portfolios.  

For the first six months of 2017, returns from the Satellite or individual stock portion of our equity portfolios were 

strong. Of course, these returns can vary among clients based on the percentage allocations to the Satellite, the size of 

the portfolio, timing of purchases and sales, and other factors. On average, our individual stocks were up 13.5% year-to-

date through June 30, led by international stocks or ADRs at 18.4%. The average allocation to individual stocks was 51%. 

Our ETF and equity mutual fund positions were up collectively 10.4% for the period, led also by international asset 
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"FANG" Stocks Performance

Six months ending 6-30-2017

Facebook 17.3%

Amazon 29.1%

Apple 25.4%

Neflix 31.2%

Google 20.7%

Retail Ice Age

Six months ending 6-30-2017

JC Penney Co Inc -44.0%

Kohl's Corp -19.5%

Macy's Inc -33.0%

Sears Holdings Corp -4.6%

Source: Morningstar

Sector ETF Returns
Through 6-30-2017

Name Ticker Year-to-Date %

Health Care XLV 15.8%

Technology XLK 14.1%

Consumer Discretionary XLY 10.8%

Industrials XLI 10.5%

Materials XLB 9.1%

Utilities XLU 8.7%

Staples XLP 7.6%

Financials XLF 6.9%

Metals and Miners PICK 6.5%

Energy XLE -12.7%

Data source: Morningstar

classes. International Large Cap ETFs were up collectively 14%; Mid and Small Cap 17.7%, and Emerging Markets were up 

16.9%. Our average allocation to ETFs was nearly 38%.  

After sitting out the immediate post-election run up, technology stocks posted 

among the strongest returns year-to-date, despite a brief selloff prior to the end of 

the quarter, which we attribute simply to some profit taking in the sector. The 

NASDAQ 100 Index was up 16.8% for the first six months of 2017. For those who 

watch the financial cable channels, you have probably heard of the term “retail ice 

age.” The market is severely punishing the stocks of most brick and mortar retail 

stores due to the competitive pressures from industry transformer Amazon. Even 

those retailers including grocery stores like The Kroger Co. and big box outlets like 

Costco and Wal-Mart that have positive returns year-to-date sold off in June when 

Amazon made an offer to buy out Whole Foods Market for a huge premium over its 

market price. It seems like no one can make money buying stocks in the retail 

space, except Amazon. 

In terms of industry sectors, health care and technology sectors led for the first 6 

months of the year posting returns of 15.8 and 14.1 percent, respectively. The energy sector was the only sector with 

negative performance as reports of supplies of crude oil were once again on the rise. U.S. shale producers are finding 

ways to tap supplies at lower costs, and the OPEC crude production cuts had little effect on global supply. We still 

believe it will be a challenge for crude oil to rise appreciably above $60 per barrel anytime soon, although Barron’s 

recently published a bullish article on oil based largely on global demand. 

As for our Risk Factor or Strategic Beta ETFs (see table on last page), the 

Momentum Factor was the clear leader in across the board. In the U.S. Large 

Cap space, Momentum nearly doubled the return of the broad market 

indexes. U.S. mid and small cap asset classes posted positive returns but 

lagged most other asset classes, except the PowerShares DWA Momentum 

ETF, a mid cap ETF, which was up 11.6% year-to-date through June 30. The 

International Large Cap momentum ETF was up nearly 21%, leading an asset 

class that was up double digits across the board. Value remained the lagging 

Risk Factor after leading for much of 2016. We will likely trim the Momentum 

Factor positions in light of these strong results. 

Outlook 

Of course, investors are always wondering how long this bull market can last. Typically, when a year starts out as strong 

as it has, it bodes well for the remainder of the year. Bad economic news typically comes as a surprise, but thus far the 

U.S. economy seems to be in Goldilocks territory, not too hot or cold, but just right. If someone comes to us with cash 

today, we are comfortable making full allocations in International asset classes but would hesitate to invest fully in U.S. 

asset classes in the Core with markets at or near all time highs and almost all S&P 500 Index valuation metrics trading 

significantly above 25 year median values (see chart). We would probably maximize the Satellite or individual stock 

component of the portfolio where we can easily find individual issues at very reasonable prices.  
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We rebalance our individual stock positions based on valuations 

and will likely trim positions for cash as the year goes on and 

into 2018. We expect perhaps some episodic volatility in the 

near term but believe any significant correction, absent bad 

economic news, would be a pause in a continued bull market. 

For fixed income, we expect the Fed to continue gradually 

raising short term interest rates but believe low interest rates in 

general are the new normal. We are using a low duration 

laddered maturity structure in our fixed income portfolios along 

with some floating rate issues, actively managed segment, and a 

broad-based international bond index for diversification.  

We look forward to talking with you during the 3rd quarter. Please call us if you have any questions, comments, or 

concerns. 

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

 

 

ETF Returns
For the period ending 6-30-2017

Name Ticker YTD 1 Month 3 Months 12 Months 3 Year 5 Year 10 Year

U.S. Large Cap

iShares Russell 1000 IWB 9.15 0.71 3.06 17.95 9.15 14.53 7.18

iShares Edge MSCI USA Momentum Factor MTUM 17.83 0.35 7.84 18.04 13.41 - -

iShares Edge MSCI USA Quality Factor QUAL 8.71 0.57 2.70 14.92 10.48 - -

PowerShares S&P 500 Low Volatility ETF SPLV 8.76 -0.31 3.47 6.75 10.36 12.89 -

Vanguard High Dividend Yield ETF VYM 4.69 1.13 1.42 12.73 8.95 13.64 7.08

U.S. Mid Cap

SPDR® S&P MidCap 400 ETF MDY 5.72 1.52 1.83 18.10 8.17 14.55 8.21

PowerShares S&P MidCap Low Volatil ETF XMLV 6.90 0.66 2.59 12.35 13.40 - -

PowerShares DWA Momentum ETF PDP 11.61 0.21 3.50 11.97 6.79 12.69 6.49

PowerShares High Yld Eq Div Achiev™ ETF PEY 0.92 0.28 -0.59 11.83 13.34 16.55 5.19

U.S Small Cap

iShares Russell 2000 IWM 4.80 3.37 2.50 24.44 7.39 13.74 6.94

PowerShares S&P SmallCap Low Volatil ETF XSLV 1.15 2.35 2.37 20.33 13.36 - -

REITs

iShares US Real Estate IYR 5.61 2.09 2.54 0.87 7.83 8.73 4.68

International Large Cap

iShares MSCI EAFE EFA 14.78 0.31 6.38 19.94 1.15 8.58 0.98

iShares Edge MSCI Intl Momentum Factor IMTM 14.77 1.26 5.27 11.12 - - -

PowerShares DWA Developed Mkts Mom ETF PIZ 20.97 1.12 10.96 15.16 0.68 9.95 -

iShares Edge MSCI Intl Quality Factor IQLT 14.49 -0.21 6.19 14.56 - - -

PowerShares S&P Intl Dev Quality ETF IDHQ 17.86 0.18 8.39 15.13 4.61 9.93 0.71

iShares Edge MSCI Min Vol EAFE EFAV 15.37 -0.26 7.01 8.86 5.23 9.43 -

iShares International Select Dividend IDV 13.79 0.33 5.82 19.50 -1.81 6.83 0.96

International Small Cap

iShares MSCI EAFE Small-Cap SCZ 17.62 0.61 8.28 23.28 5.63 12.79 -

WisdomTree International SmallCp Div ETF DLS 17.64 1.25 7.71 27.66 5.45 13.07 3.53

Emerging Markets

iShares MSCI Emerging Markets EEM 18.78 0.93 5.57 22.41 0.57 3.10 1.39

PowerShares S&P Em Mkts Low Volatil ETF EELV 15.48 0.90 4.76 10.72 -2.82 0.36 -

PowerShares DWA Emerging Markets Mom PIE 17.10 1.77 5.24 11.40 -1.61 1.15 -

Data source: Morningstar


