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Year-End Newsletter | January 2018 

“Diversify and rebalance. They don’t invite me on the television, because my message 
is, don’t look at television, just diversify and rebalance.” Harry Markowitz, Nobel Laureate and 
‘father’ of Modern Portfolio Theory

What a great year for investors.  As Harry Markowitz noted in a recent interview, diversified investors 
across equity regions, styles and credit sectors had a strong year.  Of particular note was the banner 
year enjoyed by international stocks, as improving economic conditions, strengthening currencies and 
central-bank policies provided support for stocks.  The year 2017 was also notable for some things that 
didn’t happen, most importantly in Europe.  Rising nationalist sentiments that threatened the Eurozone 
market hung over elections last year; we’re happy to report that investors’ worst fears were not realized, 
and stability prevailed in elections and the markets.  The U.S. is also battling those forces, but market 
optimism supported domestic markets as well.  Here’s a snapshot of returns in 2017: 

 

Index Q4-17 2017 2016 SINCE 
ELECTION

BbgBarclays US HY 2% Issuer Cap 0.47% 7.50% 17.13% 9.38%
BbgBarclays Municipal 0.75% 5.45% 0.25% 2.51%
BbgBarclays Global Aggregate 0.80% 3.04% 3.95% 1.68%
BbgBarclays US Agg Bond 0.39% 3.54% 2.65% 1.36%

Russell 1000 [Large-cap Stocks] 6.59% 21.69% 12.05% 27.99%
Russell 2000 [Small-cap Stocks] 3.34% 14.65% 21.31% 30.53%
S&P 500 6.64% 21.83% 11.96% 27.90%

MSCI ACWI Ex USA NR [A ll Stocks] 5.00% 27.19% 4.50% 28.18%
MSCI EAFE NR [Developed M arkets] 4.23% 25.03% 1.00% 27.67%
MSCI EM NR [Emerging M arkets] 7.44% 37.28% 11.19% 31.61%

U.S. Dollar <1.02%> <9.87%> 3.63% <5.86%>
Morningstar US Real Asset Index 3.25% 3.41% 4.93% 4.28%
Bloomberg Commodity 4.71% 1.70% 11.77% 6.31%
S&P GSCI Crude Oil Spot 16.93% 12.47% 45.03% 33.58%
S&P United States REIT 1.36% 4.33% 8.49% 9.09%
S&P Global Ex US REIT 6.68% 16.72% 4.00% 14.56%

Source: Morningstar, Inc. USD data with dividends and interest
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We began 2017 with some trepidation due to the then-upcoming global elections and prospect of the 
end of ‘easy money’ policies by key central banks, which have promoted a rotation to riskier assets (i.e. 
stocks).  The surprising election of Donald Trump and the ‘Trump rally’ following the 2016 U.S. 
elections promised good things for U.S. stocks, but the global knock-on effect was less certain.  As we 
can see below, the year began well for most assets; global stocks roared out of the gate and didn’t look 
back.  U.S. large-cap indices, powered by technology stocks, were positive in every month and posted 
five months with returns greater than 2%.  International stocks, represented by the MSCI ACWI ex USA 
index, were also positive for every month of 2017; six of those months were above 2%.  They were in 
turn powered by emerging markets stocks, positive in 11 of 12 months and over 2% in nine months.  
Clearly, positive global data trends led to high expectations and some ‘rational exuberance.’ 

 
Bonds, particularly high-quality U.S. issues, took a different path.  Expectations for higher growth and 
higher inflation after the 2016 election began pushing yields higher by the end of 2016.  The U.S. 
benchmark 10-year Treasury initially rose.  Concerns over slower Fed rate hikes, Trump administration 
policies and lower growth and inflation expectations pushed rates lower by mid-year.  Clarity on the 
Fed’s end to quantitative easing and its plan to reduce its balance sheet, in conjunction with a 
continuing expansion and passage of tax legislation, then pushed rates higher by year-end 2017.  The 
yield curve began to flatten and rates are expected to rise after a year of ‘clipping coupons.’	 

 

Index JAN-17 FEB-17 MAR-17 APR-17 MAY-17 JUN-17 JUL-17 AUG-17 SEP-17 OCT-17 NOV-17 DEC-17
No. of 

positive 
months

Months 
greater 

than 2%

BBgBarc US HY 2% Issuer Cap 1.45 1.45 -0.22 1.15 0.87 0.14 1.11 -0.04 0.90 0.42 -0.25 0.30 9 0
BBgBarc Municipal 0.66 0.69 0.22 0.73 1.59 -0.36 0.81 0.76 -0.51 0.24 -0.54 1.05 9 0
BBgBarc Global Agg (Hdg) -0.36 0.86 -0.05 0.68 0.58 -0.28 0.33 0.91 -0.46 0.42 0.15 0.22 8 0
BBgBarc US Agg Bond 0.20 0.67 -0.05 0.77 0.77 -0.10 0.43 0.90 -0.48 0.06 -0.13 0.46 8 0

Russell 1000 2.01 3.87 0.06 1.06 1.28 0.70 1.98 0.31 2.13 2.29 3.05 1.11 12 5
Russell 2000 0.39 1.93 0.13 1.10 -2.03 3.46 0.74 -1.27 6.24 0.85 2.88 -0.40 9 3
S&P 500 1.90 3.97 0.12 1.03 1.41 0.62 2.06 0.31 2.06 2.33 3.07 1.11 12 5

MSCI ACWI Ex USA 3.54 1.59 2.54 2.14 3.24 0.31 3.69 0.52 1.86 1.88 0.81 2.24 12 6
MSCI EAFE NR USD 2.90 1.43 2.75 2.54 3.67 -0.18 2.88 -0.04 2.49 1.52 1.05 1.61 10 6
MSCI EM NR USD 5.47 3.06 2.52 2.19 2.96 1.01 5.96 2.23 -0.40 3.51 0.20 3.59 11 9

S&P United States REIT -0.34 3.73 -2.71 0.01 -0.85 2.34 1.12 -0.39 0.11 -1.17 2.72 -0.16 6 3
S&P Global Ex US REIT 0.97 2.23 0.59 1.88 2.08 -1.08 3.20 0.21 -0.97 -0.71 3.72 3.59 9 5

SOURCE:	Morningstar	Inc.	data	through	12/31/17.		Data	are	in	USD	and	include	dividends	and	interest.		Data	highlighted	in	 RED 	are	negative	returns.
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“If you knew the future you wouldn’t need portfolio theory.”  Harry Markowitz 
We believe the broad economic environment is one of the two key sources of market optimism.  What 
we’re seeing is a global expansion with synchronous growth for the first time in years.  This graph 
below of the Purchasing Managers Index (PMI) is a succinct example.  A reading over 50 for this index 
is considered expansionary; this graph is separated by region, with key economies highlighted.  If the 
adage ‘A rising tide lifts all boats’ holds true, then the tide appears to be coming in. 

 
One important fact to note is the U.S. is considered to be late in its growth cycle, but many other 
countries listed above are still in early growth stages.  This is a good indicator of a longer-term global 
expansion.  Also of note is that the Eurozone is a top trading partner of the U.S., and is beginning to 
show signs of acceleration.  Finally, investors may benefit as non-U.S. stocks rotate into a strong 
market cycle as the U.S. cycle begins to reach maturity. 

 
These expectations have led to slight increases in expected returns for global GDP in 2018.  The 
dispersion of forecasts (the table below is from November) indicates that the U.S. is expected to 
continue its late-stage expansion, with other regions still positive but at lower growth than estimated for 
2017.  Some forecasts were revised to account for the passage of the Tax Cuts and Jobs Act of 2017, 
which is expected to provide a one-time boost to U.S. GDP to the 3% level.  Reviews on sustained 
longer-term U.S. growth are still being compiled. 

Capital Group 

Capital Group 
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In the U.S., we see positive signs for consumers and investors.  Consumer confidence is rising, which 
has positive implications for consumption (the largest component of GDP).  Also, median household 
income had its best two-year growth period in 50 years, and household net worth is rising as well. 

    

Finally, equity-earnings estimates are rising as well.  Investors should be particularly pleased that, after 
years of moribund returns and forecasts, the global expansion is reaching Japan.  Emerging markets, 
which are an area of dynamic growth, are enjoying higher forecasts due to a weakening dollar, growing 
national wealth and a shift to domestic production and consumption (China). 

 
Lazard Asset Mgmt. 

Lazard Asset Mgmt. 

Hartford Funds 

SOURCE: OECD 
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In sum, the 2018 forecast is good for global stocks and flat for bonds.  Growth and earnings are 
expected to be positive.  Earnings will matter most in the U.S., and Fed policy will also have an effect.  

“Capitalism has a fatal flaw — it gets sick and recovers, gets sick and recovers.” Harry 
Markowitz  

Of course, no assessment of a growing global economy and expected stock returns is complete without 
some cautionary data.   As the old saying goes, “Bull markets don’t die of old age, they die of fright.”  
Here are some of the data we see that suggest keeping expectations in check: 

• Stocks aren’t cheap:  The long U.S. expansion and market recovery, supported by low interest 
rates, has driven stock prices higher.  The top data in this table (with lower numbers being better 
than higher ones) indicates that U.S. stocks are in the top quartile of expensive valuations over the 
past 20 years.  Other regions, particularly Japan and Europe, are more favorably priced. 

 

The bottom data indicates that, relative to the other three regions listed, U.S. stocks are also 
expensive.  As with the top of the table, this implies that investors may find better valuations in 
other regions’ developed and emerging markets.  

• U.S. rate hikes:   Another area of concern is the dislocation between market and Fed expectations 
for rate hikes.  As this graph shows, the market is pricing in a more benign hike cycle than the Fed 
is forecasting.  This may be due to lower inflation and growth expectations on the part of the 
market.  History warns that expectations and surprises determine returns, and if the Fed raises 
more aggressively than the market anticipates, then stock and bond markets may react negatively. 

   

Rate differentials widen quickly 

Hartford Funds 

Hartford Funds 
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We will also note that, if the Fed raises rates in an orderly fashion (i.e. no ‘surprise’ 
unannounced hikes or moves greater than 0.25%), bond investors may do well by the end of the 
cycle.  This graph demonstrates some historical rate-increase periods (based on changes in the 
federal funds rate) and the returns on the high-quality U.S. Aggregate Bond index: 

 

The 1994-95 period, the orange bar in the middle of the graph, was notable due to an 
unannounced hike of high magnitude.  Predictably, the market reacted swiftly and unfavorably.  
The two periods on the far right of the graph reflect results when well-communicated, gradual 
hikes occur.   We think this is a more likely scenario than the mid-1990s. 

• Inflation:  As we have noted previously, some inflation is good for growth and wages.  Keeping 
inflation at a level of 2% is one of the Fed’s dual mandates.  For the past few years, inflation has 
been stubbornly low, both for goods and wages.  At this point in the growth cycle, that may 
change.  As this graph shows, we are in one of the longest expansions on record, and wage 
inflation (the orange line) has begun ticking up. 

 

Further improvements in the unemployment rate, another statistic closely watched by the Fed, 
are expected to be limited.  A number of reasons are offered, including a skills gap (i.e. 
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applicants don’t have the skills required for the position), an increasing use of technology in 
manufacturing and higher resulting productivity per worker.  Employers may have to offer higher 
wages to attract skilled workers.  If price inflation remains low but wage inflation begins to heat 
up, this could prompt the Fed to accelerate its hiking cycle and upset markets. 

“There are two kinds of people — ill-advised and well-advised.  The ill-advised watch Jim 
Cramer yell at them on CNBC.  I may be enthusiastic but I don’t yell advice.”  Harry Markowitz 
[With our apologies to Jim Cramer] 

Our advice is consistent and delivered in normal tones: plan for the future, and adjust your plan when 
necessary; control the things you can; keep investment fees low; diversify and periodically rebalance 
portfolios.  Trying to guess about market moves and ‘hot’ investments will derail any financial plan and 
impair investors’ probabilities of reaching their long-term goals. 

Based on the data we see, we expect the global recovery to continue.  Our long-term optimism is 
unshaken, and 2018 looks like it will be another good year for investors, but perhaps not as robust as 
2017.  We expect a continuing expansion in the U.S. and abroad based on these views: 

• Structural changes in Europe and Japan are supporting higher growth and earnings, and markets 
are reacting favorably. 

• Emerging markets, which make up a growing share of global GDP, are also benefitting from the 
growth environment.  China in particular is transitioning to a domestic-consumption economy, 
which has major implications for their internal consumer-goods production and countries that 
export there. 

• Stocks in the U.S. and abroad, despite current valuations, have some room to run. 

• We think U.S. interest rates will be range-bound this year and that the Fed will hike three times; 
balance-sheet reduction concerns and surprise inflation are possible headwinds.  Tight credit 
spreads resulting from easy monetary policy and the global search for yield are also a concern.  
Foreign yields will also remain low due to central-bank policies. 

Our concerns are that the U.S. midterm elections are shaping up to be contentious, and portend a 
possible policy shift and more aggressive opposition to President Trump’s agenda.  We’re also 
becoming concerned about the collapse of trade negotiations, especially with respect to NAFTA.  
Finally, geopolitical issues, particularly in Asia, are very difficult to predict and are always a threat. 

We remain globally diversified in our portfolios, and our efforts will be focused on reviewing credit and 
equity risks based on our forecast for an eventual slowdown.  We expect a good but more volatile 
environment for global equities, and will maintain exposure in our diversified core and index holdings.  
Bonds will benefit from credit diversification.  Finally, we think now is a good time for investors to review 
their risk profiles and cash needs, and be prepared to make portfolio or plan changes as necessary. 

As always, we welcome your comments, questions and feedback.  We wish you and your families a 
healthy, happy and prosperous new year. 

-Your Wealth Management Team at JJ Burns & Company 
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Disclosure:  J.J. Burns & Company, LLC is a registered investment adviser with the U.S. Securities & Exchange Commission 
and maintains notice filings with the States of New York, Florida, Pennsylvania, New Jersey, Connecticut, and California.  J.J. 
Burns & Company, LLC only transacts business in states where it is properly registered, or excluded or exempted from 
registration.  Follow-up and individualized responses to persons that involves either the effecting or attempting to effect 
transactions in securities, or the rendering of personalized investment advice for compensation, as the case may be, will not 
be made absent compliance with state investment adviser and investment adviser representative registration requirements, or 
an applicable exemption or exclusion. 
 
Unless otherwise stated performance numbers refer to indexes, which cannot be invested in directly and have no fees or 
trading expenses associated with them.  All index data provided by Morningstar, Inc. 
 
Russell data © Russell Investment Group 1995–2015, all rights reserved. Dow Jones data provided by Dow Jones Indexes. 
MSCI data © MSCI 2015, all rights reserved. S&P data provided by Standard & Poor’s Index Services Group. © 2015 Merrill 
Lynch, Pierce, Fenner & Smith Inc.; all rights reserved. Citigroup bond indices © 2015 by Citigroup. Barclays data provided by 
Barclays Bank PLC. Indices are not available for direct investment; their performance does not reflect the expenses 
associated with the management of an actual portfolio. 
 
Past performance is no guarantee of future results. This information is provided for educational purposes only and should not 
be considered investment advice or a solicitation to buy or sell securities. 
 
Investing risks include loss of principal and fluctuating value. Small cap securities are subject to greater volatility than those in 
other asset categories. International investing involves special risks such as currency fluctuation and political instability. 
Investing in emerging markets may accentuate these risks. Sector-specific investments can also increase these risks.  
 
Fixed income securities are subject to increased loss of principal during periods of rising interest rates. Fixed-income 
investments are subject to various other risks, including changes in credit quality, liquidity, prepayments, and other factors. 
REIT risks include changes in real estate values and property taxes, interest rates, cash flow of underlying real estate assets, 
supply and demand, and the management skill and creditworthiness of the issuer. 
 
The Russell 1000 Index measures the performance of the large-cap segment of the U.S. equity universe.  It includes 
approximately 1000 of the largest securities based on a combination of their market cap and current index membership.  The 
Russell 2000 Index measures the performance of the small-cap segment of the U.S. equity universe.  It includes 
approximately 2000 of the smallest securities based on a combination of their market cap and current index membership. 
 
The Barclays U.S. Corporate High-Yield Index covers the USD-denominated, non-investment grade, fixed-rate, taxable 
corporate bond market.  The Barclays U.S. Aggregate Index covers the USD-denominated, investment-grade, fixed-rate, 
taxable bond market of SEC-registered securities. 
 
The Citi World Government Bond Index (WGBI) provides a broad benchmark for the global sovereign fixed income market.  It 
measures the performance of fixed-rate, local currency, investment grade sovereign bonds, currently includes sovereign debt 
from over 20 countries denominated in a variety of currencies. 
 
The Morningstar® US Real Asset Index is a diversified portfolio of four different asset classes that have historically displayed 
high sensitivity to inflation.  Real assets are defined as TIPS, commodity futures-based strategies, real estate investment 
trusts, and inflation-sensitive equities such as upstream commodity stocks and master limited partnerships 
 
The S&P U.S. REIT Index defines and measures the investable universe of publicly traded real estate investment trusts 
domiciled in the United States.  The S&P Global REITis a comprehensive benchmark of publicly traded equity REITs listed in 
both developed and emerging markets.  The S&P 500® index includes 500 leading companies and captures approximately 
80% coverage of available market capitalization. 
 
The MSCI ACWI index captures large and mid-cap representation across 23 Developed Markets (DM) and 23 Emerging 
Markets (EM) countries.  The MSCI EAFE Index is an equity index which captures large and mid-cap representation across 
Developed Markets countries around the world, excluding the US and Canada.  The MSCI Emerging Markets Index captures 
large and mid-cap representation across 23 Emerging Markets (EM) countries. 
 
The Bloomberg Commodity Total Return index is composed of futures contracts and reflects the returns on a fully 
collateralized investment in the BCOM. The index currently represents 20 commodities, which are weighted to account for 
economic significance and market liquidity. 


