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2017 in brief
As 2017 progressed, it became apparent to us that 
the U.S. was approaching the end of an era. The ultra-
accommodative monetary policies that were set in 
motion in 2009-10 were becoming less accommodative, 
and the liquidity that had been injected into the 
financial markets was starting to slowly abate. As a 
result, an important economic tailwind was coming to 
an end. Importantly, while this did not suggest to us 
that headwinds would quickly ensue, it did mean that 
economic winds were starting to shift.

As a result of ultra-accommodative monetary policies, 
valuations on most risk assets became stretched. 
Valuations are not the sole consideration when thinking 
about future returns in the short term and how portfolios 
should be positioned over the ensuing twelve months. But 
valuations do influence our long-term financial planning 
considerations, and current levels suggest that future 
returns will likely be less robust than in the recent past.

While we acknowledged that valuations were—and 
still are—high and we were in the late innings of the 
economic cycle, we encouraged clients to tactically 
overweight equities. While stocks were expensive, 
bonds were even more expensive based on their low 
current yields. This stance was rewarded as equities 
meaningfully outperformed fixed income in 2017: Last 
year, the FTSE All-World Equity Index advanced 21.6%. 
In comparison, Bloomberg Barclays Aggregate Bond 
Index delivered a more modest 3.5% return.
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Looking ahead to 2018 
Now, thanks to tax reform, it appears likely that we may 
be able to enjoy some extra innings. This means that the 
current economic expansion—already the third longest 
ever—might persist longer than initially anticipated, which 
will offer some support to equities over the next year or 
two. Our conviction for emphasizing equities relative to 
bonds, therefore, remains intact. 

Furthermore, the economic backdrop is favorable in nearly 
every other region of the world, another strong positive. 
Moreover, economies in some areas are in the middle 
of the cycle and not toward the end, suggesting that 
there may be more room to run. Because of this and in 
consideration of their comparatively lower valuations, we 
have been advocating that clients embrace international 
markets within their portfolios and continue to do so.
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Despite the positive economic backdrop, long-term 
interest rates have remained curiously low while 
risk assets have flourished. This suggests that the 
aforementioned tax reform may not be the stimulant 
some market participants believe it will be. The hope for 
a significant acceleration in investment spending seems 
particularly questionable, as Bruce McCain suggests in 
his outlook. With rates already low, almost any firm that 
wanted to invest has already had good access to capital.

Said another way, fiscal policy is typically most useful  
at the beginning of an economic cycle as opposed to  
10 years after a recession has ended. This is evidenced 
by Fig. 1 and 2 at right: In the aggregate, corporations 
(as measured by corporate profits) and individuals (as 
defined by total household net worth) are each in good 
shape and standing on solid ground.

Still, tax reform will likely be an economic net positive  
in the short run. However, there will surely be challenges 
with which to contend in 2018. For instance, with 
U.S. unemployment at 17-year lows and a short-term 
economic jolt expected as a result of tax reform, the 
Federal Reserve may raise interest rates faster than 
anticipated. Wage growth should be watched closely  
in this regard.

Many new policymakers will be taking high-level 
positions in 2018 or soon thereafter. Jerome Powell is 
the incoming Fed Chair, succeeding Janet Yellen, and 
a replacement for Mario Draghi as president of the 
European Central Bank must be named when his term 
is up in 2019. These and other leadership changes 
on the world stage along with unexpected economic 
developments could reignite financial market volatility, 
something that was noticeably absent in 2017 as 
depicted in Fig. 3.

While many factors played a role, market volatility  
was contained in part last year because political 
uncertainty—which was very much at the forefront of 
investors’ minds a year ago—eased considerably over 
the course of 2017. Looking ahead, however, with the 
impending congressional mid-term elections here at 
home, uncertainty over the future direction of Special 
Counsel Robert Mueller’s investigation, a number  
of important elections around the world, and always-
present geopolitical risks, it is reasonable to expect  
that market volatility will rise. 

Nonetheless, we reiterate our bullish case for equities, 
particularly in contrast to bonds, which in our estimation 
possess an asymmetrical return profile offering limited 
upside. Equities, on the other hand, stand to benefit from 
continued economic expansion and growth in corporate 
profits as described later in this outlook.

Fig. 1 Corporate Profits After Tax (without IVA and CCAdj)
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Fig. 3 CBOE Volatility Index: VIX
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The contrarian in us feels some sense of caution as  
most forecasters see few risks on the horizon. Also, the 
range of their estimates strikes us as being unusually 
narrow. History has shown that when everyone agrees 
with an outlook, surprises relative to that outlook are 
likely to occur, both positive and negative.

As a result, we are maintaining our equity bias for those 
clients with growth-oriented portfolios, and we continue 
our advocacy for the inclusion of international equities. 
Further, we recommend renewed consideration of 
actively managed strategies which, in some instances, 
have proven to offer less risk relative to market 
capitalization-weighted indexes. Qualified investors 
may also want to consider other types of actively 
managed strategies such as hedge funds and/or private 
commitments. 

Moreover, all clients should assess their near-term cash 
needs and consider holding six to twelve months of 
cash or ultra-short duration fixed income instruments, 
depending upon their unique circumstances. Lastly, just 
as we would do after any significant market movement 
such as the one experienced in 2017, we encourage 
clients to reassess their long-term objectives and engage 
with their portfolio managers to evaluate their asset 
allocation strategies. Vigilantly assessing economic and 
market developments, staying disciplined, and remaining 
focused on you and your objectives are essential 
ingredients of our mutual success.

In the following pages, our various subject matter 
experts discuss our outlook in greater detail. As always, 
we welcome your feedback and questions at any time. 
I also thank you for the trust you have extended to us, 
and on behalf of all of my colleagues, I wish you much 
investment success in 2018.
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2017 in brief
The U.S. economy continued to expand in 2017. Inflation-
adjusted GDP (gross domestic product) grew 2.5% over 
the first three quarters of 2017, compared with only 1.8% 
in 2016 and a 2.2% compounded annual growth rate 
over the entire recovery following the Great Recession.

Business activity demonstrated clear signs of 
improvement. Manufacturing rose 2.8% in 2017, having 
been essentially flat for 2015 and 2016, versus a 2.5% 
compounded annual growth rate since June of 2009. 
Factory orders rose 4.9% in 2017, compared with an 
annualized decline of 0.5% for 2015 and 2016, and a 
compounded annual increase of 4.1% since 2009. Part 
of the manufacturing improvement reflects the rebound 
of oil production: The crude oil portion of industrial 
production rose 6.3% in 2017, compared with a decline 
of 4.8% in the prior year.

Economic Recap and Outlook
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Fig. 4  Manufacturing Crude Oil

Support for personal spending also solidified in 2017. 
Personal consumption rose at an annualized 4.0% 
through October, exactly in line with the compounded 
annual growth rate since 2009. Importantly, personal 
income grew at a 4.1% annualized pace last year, 
compared with only 1.6% in the prior year. Wage and 
salary growth was particularly strong, rising at an 
annualized rate of 4.9% through October, compared  
with a compound annual growth rate of only 3.6%  
since 2009. Income growth, therefore, provided much 
better support for spending as 2017 unfolded. 

In summary, the domestic economy certainly 
strengthened in 2017, although not decidedly so. Some 
of the strength may reflect that expansion was coming 
off of a particularly weak 2016.

Looking ahead to 2018
Economic cycles do not usually die of old age. Instead, 
the Federal Reserve typically terminates them by raising 
interest rates to tame inflation. Although rising rates calm 
inflation by slowing economic growth, long lead times in 
effecting monetary policy shifts make it easy for the Fed  
to overshoot and drive the economy into recession.

But until rising inflation and significantly higher interest 
rates are reflected in key economic and market 
indicators, the risk of recession should be low. Given the 
current level of interest rates and key leading indicators, 
the outlook for 2018 is positive. 

While the probability of continued expansion is high, the 
likely strength of that growth is another question. Most 
economists expect underlying growth in 2018 to be as 
healthy as it was in 2017, perhaps even a little better.  
Still, as noted, part of 2017’s strength may have been 
catching up from a weak 2016: 2018’s economic growth 
won’t benefit from a soft prior-year reference point. On  
the positive side, forecasters believe that the new tax bill 
will add 0.25-0.40 percentage points to growth in 2018. 
On balance, therefore, growth should be a little stronger 
than in 2017, but perhaps not dramatically so.

What are the signs that the expansion 
may be ending?
Higher inflation and significantly higher interest rates  
are two important warnings that the expansion is ending. 
At this point, inflation has remained surprisingly tame. 
The Personal Consumption Expenditures Price Index, 
which the Fed watches closely, rose only 1.6% over the 
prior year and remains well below the 2.0% level that  
the Fed considers a healthy long-term goal.

Prices have risen at the earlier stages of production, 
but excess capacity seems to be keeping rising 
demand from translating into markedly higher prices 
for consumers. The quantity of manufactured goods 
purchased for personal consumption rose 3.6% in 2017 
over the prior year, yet prices rose only 0.1%. Goods 
prices constitute only 32% of the index for consumption 
prices, but weak pricing for those products has helped 
hold the overall inflation rate down.
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Fig. 5  Markit Purchasing Manager Indexes

Services account for the other 68% of the Personal 
Consumption Expenditures Price Index, making trends 
in services pricing critical. So far, those price increases 
have also remained modest, rising only 2.2% over the 
previous year. Wages are an essential cost for most 
services-providing businesses, however. Given very tight 
labor markets, more rapid wage increases should have  
a strong impact on services inflation.

If inflation accelerates and interest rates rise, leading 
economic indicators should also deteriorate. At present, 
there are few if any signs of weakening. Should inflation 
and interest rates rise, the leading indicators will provide  
a third confirmation of impending economic slowing.

What can we expect from  
overseas economies?
Growth accelerated in many of the overseas economies 
in 2017. Eurozone inflation-adjusted GDP rose 2.6% 
in 2017, improving nicely from the 1.9% gain in 2016. 
Japan’s GDP increased by 2.3% last year after growing 
only 1.5% in 2016. Canada accelerated from 1.9% in 
2016 to 3.8% in 2017. As a result, many of the developed 
countries equaled or exceeded the U.S. growth rate of 
2.5% in 2017.

On the surface, the 3.3% annualized U.S. growth rate  
in the third quarter, if sustained, would be significantly 
faster than in other parts of the developed world. But  
0.8% of the 3.3% expansion was due to inventory 
growth, so underlying economic growth was probably 
still around 2.5%, which is in line with overseas growth. 
Other predictive indicators, such as the Purchasing 
Managers Index, also show a somewhat more robust 
outlook for many overseas economies versus the U.S.

The comparative outlook may also depend in part upon 
how much the U.S. tax legislation adds to growth. At 
the lower end of the 0.25-0.40 percentage-point boost 
to GDP growth range of estimates, U.S. expansion may 
remain largely consistent with overseas growth. At the 
upper end of the estimates, however, the U.S. may  
grow faster and establish a growth differential versus 
overseas economies.

That differential could be key for the dollar. The U.S. 
currency may have room to weaken modestly if growth 
rates around the world remain roughly equivalent. 
Interest rates should rise more quickly in the United 
States than overseas, however, so significantly faster 
domestic economic growth might again put upward 
pressure on the dollar relative to overseas currencies.
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2017 in brief 
As we raise our glasses and toast the new year, it’s 
instructive to look back at what we thought when 
we were heading into the year just passed. First, we 
believed that high-single digit returns were the most likely 
outcome for U.S. large cap equities, while we also noted 
that the market had historically produced double-digit 
returns in the years following change elections. With 
the S&P 500 Index posting total returns north of 20%, 
investors got that in spades. We also thought that tax 
legislation would make it through Congress, albeit later 
than the consensus anticipated. That turned out to be 
on the mark, as was our belief that a sanguine outlook 
for economic growth and corporate earnings was 
warranted, given the likelihood of higher government 
spending and less regulation.

We believed that domestic equities would be paced by 
small- and mid-cap stocks and that domestic equities 
would lead international stocks, but neither proved to 
be the case. Developed and emerging markets each 
generated surprising strength, and we altered our stance 
during the course of 2017. To just about everyone’s 
astonishment, the global equity benchmark recorded 
its first year ever of positive total returns in every single 
month, with the run now standing at a remarkable string 
of 14 months in the green.

Looking ahead to 2018: the setup
Our market view is predicated on the belief that 
recessionary risks remain contained and that interest 
rates will continue to drift higher. We believe that both  
the U.S. and global economies will continue on a path  
of modest but steady economic expansion for at least 
the next 18-24 months—extending what is now the  
third longest postwar U.S. cycle—with a very low risk  
of a business cycle contraction in the next 12 months.  
A tightening labor market is likely to begin to put upward 
pressure on inflation, interest rates, and margins, but 
not too much upward pressure. In short, the Goldilocks 
economy will continue in 2018.

The setup’s impact on markets
The macro setup affects markets via its direct impact 
on corporate earnings. We expect some moderation in 
revenue gains after strong growth of approximately 6% 
in 2017, which was supported by better than expected 
global growth, a lower U.S. dollar, higher oil prices, and 
inventory restocking. While some believe that the secular 
margin-expansion story has come to a close, we also 
expect a bit of upside driven by operating leverage. 
Capital investment activity should reach an all-time high 
based on sharply higher profits (organic growth plus a 
reduced statutory tax rate), cash repatriation, and lower 
policy uncertainty. Finally, we look for net buybacks to 
provide approximately 2% upside to EPS (earnings per 
share). All in, this leads to a forecast of $150 for S&P 
500 Index aggregate earnings for calendar 2018. At 
18.0x consensus EPS, P/E (price/earnings) multiples 
are a concern for many investors. Historically, P/Es rise 
throughout a recovery before declining in an economic 
contraction. With recessionary risks contained, volatility 
depressed, and Baa yields at 4.2%, we see upside for 
multiples toward 19.0x, leading us to a price target of 
2850 for the S&P 500 as we exit 2018.

And now for the reality check….
While we are bullish on U.S. equities as we head into 
2018, we are also mindful of market history. If our call for 
2850 on the S&P 500 by year-end 2018 plays out, it would 
make the current bull market the longest ever—the market 
would actually reach that point by August 22, 2018—
and the second biggest ever in terms of magnitude if it 
were to close above 2863. This is rarified air, to say the 
least. Also, if equities outperform bonds for a seventh 
consecutive year, it would be the first time this has 
happened since 1928 and only the third time in the past 
220 years.

Does an opportunity await?
History tells us that an equity market correction of 5% 
happens on average three times per year. However, the 
last time one occurred was during the summer of 2016 
immediately following Brexit. The lack of volatility coupled 
with strong global economic data has helped to shift 
investor sentiment from skepticism a year ago to optimism 
today. Given this, we believe we could have at least one 
correction in 2018, and there will likely be an opportunity 
this year to buy the S&P 500 at 5% to 10% off of its highs.

Equity Market Recap and Outlook
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What can we expect from  
overseas markets?
Non-U.S. developed and emerging markets recently 
entered the expansion phase of the market cycle, while 
the U.S. has now reaped its benefits for more than five 
years. Last year, multiple expansion accounted for a 
small percentage of returns in international markets, 
with most of the high gains driven by earnings growth. 
Regional stock market correlations are lower than they 
have been in 20 years, lending additional credence to 
the fact that different regions are in different parts of the 
market cycle.

We remain positive on developed equity markets due 
to continued growth in both top-line revenue and 
bottom-line earnings. In addition to GDP growth, it is 
likely that year-over-year earnings growth will be higher 
in international developed markets than in the U.S. Not 
only are multiples relatively advantageous, we see more 
room for earnings to expand as well. In the eurozone, 
the economies of all member nations are expanding. 
Politically, sentiment is increasingly in support of the 
European Union, which will stabilize the area for the 
near future. In Japan, multiples are relatively low, but 
this is offset by a shrinking workforce and a shortage of 
qualified candidates for open positions. In our guidance 
portfolios, our managers are modestly favoring Europe 
over Japan.

Within emerging markets, we expect even more positive 
earnings growth in 2018 relative to that of developed 
markets. These countries have more direct exposure to 
the best innovations in technology and other high-growth 
sectors of the market. In China, there are 2.5x more 

internet users than in the U.S. and the European Union 
combined, and more than half of its growth is service-
driven. We expect the sheer number of users, combined 
with a drift toward consumption and services, to provide 
the cornerstone for expansion in 2018. We currently  
favor broad-based emerging market exposure in the 
guidance portfolios.
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2017 in brief
2017 proved to be anything but a volatile year for 
the taxable fixed income markets. Expectations at 
the beginning of the year were for three interest rate 
increases by the Federal Reserve, which is exactly what 
happened. However, long-term interest rates remained 
stubbornly low and led to a much flatter yield curve, 
which was in line with our expectations.

We entered 2017 bearish on U.S. Treasuries, which 
proved to be the correct call as risk assets handily 
outperformed Treasuries. We maintained an overweight 
recommendation on investment grade corporate bonds 
throughout the year, which outperformed Treasuries by 
over 360 basis points (bps).

Within the non-investment grade fixed income space, 
we entered the year with a preference for owning bank 
loans over high yield. We believe we were early in this 
call as high yield outperformed bank loans by about 200 
bps during the year, but our thesis behind owning bank 
loans over high yield still holds true as we enter 2018. 
We believe that the floating-rate nature of the bank loan 
market and the senior secured nature of the loans over 
bonds will lead to better performance as the Federal 
Reserve continues to normalize interest rates. Early in 
the year, we turned positive on emerging market debt, 
which also performed quite well. We continue to remain 
constructive on the asset class. 

Looking ahead to 2018: a slow and 
gradual path to normalization
Overall, we expect 2018 to be a challenging year for 
the fixed income markets. As the Trump administration 
continues to settle in and the positive impact of tax 
reform becomes more meaningful, we expect the Federal 
Reserve to continue to normalize rates. We believe the 
Fed will raise rates three times in 2018, barring any 
exogenous events. We expect further flattening of the 
yield curve throughout 2018 and for the 10-year Treasury 
yield to end the year in the range of 2.75 - 3.00%. 
Entering 2018, we maintain a modest underweight to 
duration in fixed income portfolios as we expect rates  
to slowly grind higher throughout the year.

Challenges expected for fixed income
While we do not expect a major sell-off in the credit 
markets, we also do not see a catalyst for significant 
spread tightening in 2018 since credit spreads are 
already at tight multi-year levels. Based on the segment’s 
favorable risk/reward profile, we continue to favor 
investment grade credit over Treasuries and mortgages 
going into 2018.

The yield curve, a line that plots interest rates over  
various maturities ranging from one-month out to 30 
years, can be an important indicator in predicting a 
recession. Dating back to the 1960s, an inverted yield, 
defined as the difference between the 2-year Treasury 
Note yield and the 10-year Treasury Note yield, has 
predicted the last seven recessions, and thus bears 
monitoring. Currently the difference or spread between 
the two interest rate levels approximates 40 bps,  
meaning that while this indicator is not flashing red,  
as the curve is not negative, it is flashing amber.

Within non-investment grade credit, we continue to 
prefer bank loans over high yield. This is because of the 
floating-rate nature of bank loans as well as the senior 
secured position in the capital structure that loans offer 
over high yield bonds. Moreover, with the premium 
between non-investment grade credits and investment 
grade credits at near-record lows, we view high yield 
as a segment of the market offering an asymmetric risk 
profile tilted toward the downside. 

Taxable Fixed Income Recap and Outlook
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In short, the environment for fixed income will be challenging in 2018. At best, we expect coupon-like returns in the range 
of 2.50 – 3.00% for investment grade credit and 5.00 – 6.00% for high yield in 2018. However, we would not be surprised 
to see slightly lower returns than this.

Risks to our outlook
We believe the two main risks to our outlook for fixed income are policy error by the Fed and inflation. The Fed has taken a 
slow and gradual path to normalizing interest rates, which we believe will continue. If the Fed raises rates too aggressively, 
this could curtail the current economic expansion and ultimately lead to a recession. Inflation is expected to remain 
modest, allowing the Fed to gradually raise rates. However, a sudden and unexpected rise in inflation would force the Fed 
to increase rates faster than it would prefer, which would likely result in a sell-off in the fixed income markets. Still, as Bruce 
McCain noted in his outlook, the risk of recession at this point is low.

Tax-Exempt Fixed Income Recap and Outlook

2017 in brief
As we were ready to wrap up another positive year in 
the municipal market, volatility suddenly spiked In the 
last six weeks of 2017 as tax reform took center stage. 
Legislation proposed in both the House and the Senate 
would have limited new municipal debt issuance in 2018 
by eliminating the tax exemption on advanced refundings 
that allow issuers to refinance their debt and private 
activity bonds, which include financing for hospitals and 
private universities. Heavy lobbying by municipal bond 
advocates preserved the tax exemption on private activity 
bonds, but the limitations on advance refundings made  
it into the final bill that was signed by President Trump.

Looking ahead to 2018 
There will be two opposing forces in 2018 pushing on 
the ratios of municipals relative to Treasuries, which 
speaks to how municipal bonds are valued versus their 
taxable counterparts. The first is lack of supply. Since 
many deals were pulled into the last few weeks of 2017 
to take advantage of the changing tax law, we expect a 
dearth of supply in the first quarter of 2018. Specifically, 
we expect new issue volume to be down considerably, 
with total gross volume coming to market in the range of 
$300 billion to $325 billion. This compares with over $400 
billion that came to market in 2017. This should bode well 
for municipals and help them remain fairly valued or even 
rich versus Treasuries during the first part of the year.

The second force is lack of demand. The tax reform 
law cuts the corporate tax rate from 35% to 21%, which 
may make municipal bonds less attractive to financial 
corporations. While most of the municipal market is 
owned by individual investors either directly or through 
comingled funds, roughly 25% of the market is owned by 
banks and insurance companies. We believe that their 
demand for municipals going forward will be subdued 
in the short run unless and until ratios adjust to make 
them cheaper. We suspect the lack of demand from 
these institutional buyers may soften the front end of the 
municipal curve later in 2018.

In addition, we expect modest upward pressure on yields 
throughout the year as the Federal Reserve plans to hike 
short-term rates three times in 2018. All in all, we believe 
it will be a relatively modest year for tax-exempt fixed 
income returns, and that will place a premium on security 
selection decisions and active management. 
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With low bond yields, tight credit spreads, and elevated 
equity valuations, the return prospects for traditional 
assets may be below average over the intermediate 
and longer terms. In particular, since starting yields are 
a proxy for future total returns, there is a higher degree 
of certainty that bond returns will be materially below 
average. Alternatives such as absolute return and low 
volatility strategies may provide investors an opportunity 
to enhance returns without materially incurring higher  
risk within portfolios.

Fixed Income Substitutes Recap and Outlook

Absolute return managers can gain exposure to a 
broader range of risk premiums versus fixed income 
strategies that are primarily exposed to interest rate 
and credit risk factors. Low cash rates and low global 
asset volatility have been headwinds for absolute return 
managers over the past several years. U.S cash rates 
have increased and volatility has historically risen when 
the Fed has tightened liquidity. Historical headwinds 
may shift to tailwinds, making low volatility alternatives 
attractive versus traditional fixed income. 

Real Assets Recap and Outlook

2017 in brief
Real assets faced significant headwinds throughout 2017 
and ended the year underperforming similar risk assets 
such as equities and higher yielding debt. Although 
many asset classes exhibited meaningful strength during 
the year (industrial metal prices rose over 20% and 
petroleum increased over 15%) based on strong demand 
and constrained supply, an active Fed and negative carry 
served as a restraint on real asset performance.

Looking ahead to 2018
Real assets tend to outperform later in the business 
cycle as the utilization of resources and workforce 
reaches capacity and demand tends to outpace supply. 
Stocks and bonds, on the other hand, tend to be more 
forward-looking. For the coming year, considering the 
backdrop of robust global growth, rising demand, limited 
supply, increased geopolitical risks including concerns 
over Iran and North Korea, and positive carry, we believe 
real assets will have a favorable environment in which 
to perform. An additional positive for real assets is near-
zero cross-asset correlation, which provides meaningful 
diversification benefits for portfolios.
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