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Will the Federal Reserve End the Bull Market in Global Stocks? 

Q4 2017 – Risk-Based Assets Performance Summary 

 The enactment of corporate tax cuts combined with improving global economic conditions, 

strong corporate earnings, deregulation, weak inflation, very low interest rates, and record 
low volatility have made 2017 a near flawless year for financial markets. For the first time 

since the early 1970s, the S&P 500 Index finished the year with 12 consecutive months of 

positive returns, including dividends. The U.S. stock index is also in the midst of a streak of 

67 consecutive weeks without a 2% or more weekly decline. During the quarter, stocks 
continued surging to all-time highs. Persistently low inflation has kept bond yields low 

across the globe encouraging investors to buy risk-based assets in hopes of higher returns. 

 In terms of broad asset classes, Emerging Markets, U.S. Large Cap, and U.S. Mid Cap stocks 
led the way higher for the quarter (see Page 5) thanks in large part to the increasing 

likelihood that the Republican-controlled Congress would be able to pass a tax overhaul 

package that would lift corporate profits and economic growth. Companies outside the U.S. 

are benefiting from a synchronized recovery in global growth, low inflation, firmer 
commodity prices, and easy monetary policy from central banks. These regions’ economic 

and monetary policy cycles are far less advanced than those in the U.S. and their valuations 

are more attractive on a relative basis. 

 Within U.S. markets, all primary sectors of the S&P 500 index finished in positive territory for 

the quarter (see Page 5). Consumer Discretionary stocks led the way followed closely by 

Technology and Financial sector stocks as investors continued to focus on companies and 

sectors that benefit from stronger economic growth and gradually rising interest rates. 
Although positive, Utilities stocks were the worst relative performers as they tend to be a 

bond proxy and are subject to the same price struggles as bonds when yields rise, which 

they did during the fourth quarter. 

Q4 2017 – Bond Performance Summary 

 After months of relative calm thanks in large part to lackluster inflation data, investors in 

the final few weeks of the quarter began pricing in the possibility that tax reform might 
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boost economic growth and inflation. U.S. Treasury yields rose across the curve as most 

taxable bond sectors generated flat to slightly positive returns. 

 The yield curve (10 year –2 year maturities) continued to flatten during the quarter finishing 

at +52 basis points. Although frequently a warning sign of future economic weakness, the 

primary reason for the flattening this year is because short-term rate expectations have 

risen due to improving economic data while strong foreign central bank demand has kept 
longer maturity yields well anchored. 

 Municipal bonds led the way for the quarter thanks to strong demand as a result of tax 

reform and the expectation of reduced supply/issuance in the first quarter of 2018. They 

were followed higher by High Yield bonds (see Page 5) as appetite for credit risk remained 

strong thanks to solid economic growth, no risk of recession, and the enactment of 

corporate tax cuts. 

Q4 2017 – Contributors & Detractors to Performance 

 Performance contributors versus the benchmark index during the quarter included our 

overweight to U.S. Mid Cap stocks and our security selection decisions in bonds. 

 While overweight the strategic target for much of the year, we were underweight the 

benchmark index in U.S. Large Cap stocks all year due to the sizable allocation of U.S. Large 

Cap stocks within the global equity benchmark index. This underweight detracted from 

performance during the quarter. In addition, our outside-of-benchmark index allocation to 
REITs and High Yield bonds and our bond portfolio duration that is a ½ year longer than the 

benchmark index also hampered performance for the quarter. 

Global Markets & Economy 

 As the bull market in global stocks powers towards its ninth year, the Goldilocks 

environment of synchronized economic growth, low inflation, and easy monetary policy 

should continue for most, if not all, of 2018 thanks to tax cuts, easing financial conditions, 
and increased corporate capital expenditures. The fiscal stimulus from tax reform should 

keep stocks well bid by providing a short-term boost to the economy and company 

earnings. The potential for corporate share buybacks and dividend increases would be icing 
on the cake. 

 The outperformance by international stocks in 2017 may be the beginning of a secular trend 

(5+ years). In the seven years prior to the Great Recession of 2008, international stocks 
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outperformed U.S. Large Cap stocks as the U.S. dollar was in a bear market. Since 2008, the 

U.S. economic recovery has led the rest of the world. As a result, the U.S. dollar 
strengthened and U.S. stocks have outperformed on a relative basis. In early 2017, 

economic growth in international economies began to accelerate and financial stability 

returned. The rest of the world may begin to grow faster than the U.S. over the next few 
years supporting the relative strength of international stocks over U.S. Large Cap stocks. 

 Expectations for inflation have been picking up in recent months, particularly those implied 

by the bond market. Although the price index for annual personal-consumption 

expenditures, the Fed’s preferred inflation measure, ticked up to 1.8% in November, it 

remained short of the Fed's target of 2%. 

 The Fed raised its benchmark interest rate to 1.25% - 1.50% at the December FOMC (Federal 

Open Market Committee) meeting making it the third tightening of the year and fifth rate 

increase in the current economic cycle. The FOMC reiterated its projection for three more 
rate hikes in 2018. 

 In 2018, the Fed’s three projected interest rate increases will be dependent upon actual 

economic outcomes. For example, will we continue in a low wage growth and low inflation 
economy? Are Fed policy makers underestimating the impact of tax reform? Are financial 

conditions too accommodative leading to excessive speculation and leverage in the 

financial system? 

 Although inflation is a lagging indicator, we believe the Fed should wait until it sees clearer 
evidence that weak inflation will move higher before it continues raising interest rates. 

Otherwise, the Fed runs the risk of making a policy mistake and tightening so aggressively 

that it slows the economy and causes a sell-off in both risk-based assets and bonds. That is 
not our base case view, but is a potential risk that we will be closely watching for in 2018. 

 Given that the U.S. economy is in the late stages of a business cycle that began in 2009, the 

potential for higher yields may be limited. It will likely take a few more interest rate 

increases in the U.S. before costlier borrowing affects the economy or challenges the notion 
that there are few alternatives to owning stocks. 

 Historically, the U.S. stock market has started to sell off 3-12 months prior to an economic 

slowdown. Using this as a guide leads us to believe that 2018 should be another positive 

year for global stocks. Tax reform is likely to provide a boost to the U.S. economy, thereby 
extending the current business cycle by another year or two. The cumulative effect of five 

Fed rate increases and counting may not start to be felt by the global economy and financial 

markets until early-mid 2019. 
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Portfolio Strategy & Outlook 

 With every new year, we approach 2018 assessing whether it will be a green year for stocks 

(less volatile with a -1 standard deviation or better) or a red year (more volatile with a -2 or -

3 standard deviation event). We believe 2018 will be another green year, although volatility 

should increase from the current historical lows. 

 We’ll remain equal-weight to the strategic target for risk-based assets as they should 

outperform bonds and cash in a pro-growth, late business cycle stage. The typical factors 

that warn of a bear market or recession are not evident. Corporate earnings have been 

accelerating for the past four quarters, not decelerating. Global economic growth has been 

strengthening on a synchronized and sustained basis. Inflation has remained low. Global 

monetary policy has been accommodative, not restrictive, and Congress just legislated 

comprehensive tax cuts for corporations and individuals. 

 Structural forces such as technological change, globalization, and population aging may be 

keeping long-term inflation expectations and bond yields well anchored. Although not 

unquestionably attractive at current yield levels, bonds still provide a stable source of 
income and act as a low-risk diversifier in balanced asset allocation portfolios. Bond yields 

will not rise/prices decline in a significant and lasting way until inflation turns markedly 

higher. 

 In 2018, the continuation of declining credit downgrades, declining default rates, and lower 
net new issuance/supply along with higher relative yields should keep both investment-

grade and high yield corporate bonds in strong demand by investors. 

 With tax reform uncertainties in the rearview mirror, it’s full steam ahead for the municipal 

bond market. After a record setting month of December, municipal bond supply should 

remain subdued during the first quarter of 2018, driving prices higher. Tax rates were 

lowered but remain sufficiently high to support the market, especially considering that the 

state and local tax deduction has now been capped. As we continue to focus on high 
coupon bonds, we also continue to focus on strong credit names that will help navigate 

overall market credit struggles. A new infrastructure spending bill is also expected to be a 

positive for the market and should further improve returns if it comes to fruition. Overall, we 

expect the municipal bond market to generate another year of solid returns. 

 We favor international developed stocks over U.S. stocks based upon cheaper valuations, 

easier monetary policy conditions, and earlier stages of economic recovery for Europe and 

Japan than the U.S. We’ll continue to be neutral on emerging markets stocks as China’s 
economy may be slowing. In terms of stock sectors, we like Industrials, Financials, and 

Energy. We will continue to favor U.S. corporate bonds and mortgage-backed securities 



 

5 

 

over government bonds and keep portfolio duration near, but slightly longer than, 

benchmark index duration. The yield curve flattening is likely to continue as we near the 
end of the current business cycle and approach an economic slowdown and perhaps a mild 

recession in the later half of 2019 or early 2020. 

Asset Class Total Rates of Return (%) as of 12/31/17 

Stock Indices Asset Class Q4 Return (%) 2017 Return (%) 

MSCI AC WORLD DAILY TR N Global Equities 5.73 23.97 

S&P 500 INDEX U.S. Large Cap Equities 6.64 21.82 

S&P 400 MID CAP INDEX U.S. Mid Cap Equities 6.24 16.23 

RUSSELL 2000 INDEX U.S. Small Cap Equities 3.33 14.63 

MSCI EAFE International Developed Market Equities 4.29 25.69 

MSCI EM Emerging Market Equities 7.34 37.51 

U.S. Large Cap Sector Stock Indices 

S&P 500 ENERGY INDEX U.S. Large Cap Equities – Energy Sector 6.02 -1.01 

S&P 500 HEALTH CARE INDEX U.S. Large Cap Equities – Health Care Sector 1.47 22.08 

S&P 500 CONS DISCRET INDEX U.S. Large Cap Equities – Consumer Discretionary 9.87 22.98 

S&P 500 CONS STAPLES INDEX U.S. Large Cap Equities – Consumer Staples 6.49 13.49 

S&P 500 INFO TECH INDEX U.S. Large Cap Equities – Technology Sector 9.01 38.83 

S&P 500 UTILITIES INDEX U.S. Large Cap Equities – Utilities Sector 0.21 12.11 

S&P 500 INDUSTRIALS INDEX U.S. Large Cap Equities – Industrials Sector 6.03 21.01 

S&P 500 TELECOM SERV INDEX U.S. Large Cap Equities – Telecom Sector 3.61 -1.25 

S&P 500 MATERIALS INDEX U.S. Large Cap Equities – Materials Sector 6.93 23.84 

S&P 500 FINANCIALS INDEX U.S. Large Cap Equities – Finance Sector 8.59 22.14 

S&P 500 REAL ESTATE INDEX U.S. Large Cap Equities – Real Estate Sector 3.22 10.85 

Commodities Indices 

ISHARES GOLD TRUST Gold 1.62 12.91 

S&P GSCI TOTAL RETURN Broad Commodities 9.90 5.77 

Bond Indices 

U.S. AGGREGATE Core Bonds 0.39 3.54 

U.S. INTERMEDIATE GOV/CRED Intermediate Government & Corporate Bonds -0.20 2.14 

U.S. CORP HIGH YIELD High Yield Debt 0.47 7.50 

U.S. TREASURY U.S. Treasuries 0.05 2.31 

U.S. AGENCY U.S. Government Agencies -0.02 2.06 

U.S. MBS Mortgage-Backed Securities 0.15 2.47 

U.S. INTERMEDIATE CREDIT Corporate Debt 0.11 3.67 

MUNICIPAL BOND Municipal Debt 0.75 5.45 

 

Andrew Zimmerman – Chief Investment Strategist 

Notes: The DT Investment Partners’ Commentary and Outlook discusses general developments, financial events in the news and broad investment principles. It is 

provided for information purposes only.  The material represents an assessment of the market environment at a specific point in time and is not intended to be a 

forecast of future events, or a guarantee of future results. Investments in various asset classes entail different investment risks. For example, small cap stocks tend to 

be more volatile than large or mid-cap stocks.  International and emerging markets stocks have exposure to currency fluctuations, foreign taxes, political instability 

and the possibility for illiquid markets.  Fixed income investments involve interest rate and credit risks among others. Real estate investing includes risks such as 

declines in value of real estate, changing economic conditions, tax laws or property taxes. Commodities’ investing is highly volatile and subject to changing economic 

conditions and the vagaries of speculators among other risks.    One cannot invest directly in an index.  Past performance does not guarantee future results. 


