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I have read many headlines about how the latest in the Star
Wars series: The Last Jedi is trailing The Force Awakens
by a wide margin while receiving mixed reviews. There can
only be one explanation (mild spoiler alert): Yoda had but a
brief cameo appearance in the new film. The neglect of the
Grand Master of the Jedi Order has to be the reason the
film has a Rotten Tomatoes score of 56%.
Though his appearance was brief, Yoda did deliver the line
of the movie and something I have pondered since hearing
it. “The greatest teacher, failure is.” Spoken as only
Yoda is capable, the truth of what he says permeates every
aspect of life; especially investing. Successful investors do
not have the highest IQ’s, they simply are able to learn from
past mistakes and avoid making them again. As I ponder
the markets heading into 2018, I see lessons (some painful)
that are being ignored. As Yoda warned in The Empire
Strikes Back: “Mind what you have learned. Save you, it
can.”

struggle under higher rates. As the Treasury increases
issuance of 2-5 year debt, there will remain a scarcity of
long duration bonds to limit the increase in yields. Yoda
warned, “Difficult to see, always in motion is the future”
but investors would be wise to closely follow the yield curve
in 2018.
As we look forward to 2018 we try to avoid ignoring lessons
learned in the past. Our forecast will be updated mid-year
as we do not expect the lower liquidity levels to negatively
impact the markets until the second half of the year.

Global Equities: Underweight US / Overweight
International
We expect the US Dollar continues to decline in the first
half of 2018 and non-US markets to outperform. We favor
developed over emerging given the recent surge in
emerging market equities.
Domestic Equities: Underweight
Small Cap / Overweight Large
Growth
We expect volatility to rise from low
levels in 2018 resulting in a modest
flight to safety among stock investors.
Large cap growth stocks are poised to
realize the greatest benefit from the
drop in corporate tax rates and get the
biggest boost to earnings.

Lesson # 1 – Valuations Matter
We enter 2018 with valuations
exceeded only by the late 1990’s tech
bubble. The chart illustrates how much
larger the bubble of Central Bank
liquidity is compared to the tech and
housing bubbles. Jeremy Grantham’s 7
-year forecast for US stocks is -3.8%/
year adjusted for inflation. Yoda
warned Luke: “Fear of loss is a path
to the dark side” but that fear may be
good advice given current valuations.

Lesson # 2 – Follow the Fed
Most market observers agree that the single greatest
influence on the stock market, especially in the short-term,
is Fed policy. Liquidity, whether being added by the Fed or
removed, has the highest correlation with the risk appetite
of investors. The Fed has signaled they intend to continue
hiking rates while also selling bonds. Between the Fed and
the ECB, the markets will have to deal with over $1 trillion
of less liquidity in 2018.

Lesson # 3 – Watch the Yield Curve
Before the bond market suffered a mild setback in
December, the spread between 2-year and 10-year
Treasuries was only 30 basis points with a 70 basis point
spread between Fed Funds and the 10-year. An inverted
yield curve is the most reliable recession signal but as the
yield curve flattens it suggests that the economy will
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Government Bonds: Underweight
Short Duration / Overweight
Intermediate/Long Duration
As the Fed continues on its path of
higher rates we view durations below 7 years as
unattractive. Longer duration bonds should be supported
through strong demand and remain a flight to safety trade
when the next market correction occurs.
Corporate Bonds: Underweight Investment Grade /
Overweight High Yield
This is definitely a first half of 2018 forecast that is likely to
change after mid-year. The recovery in energy and strong
oil prices from a weak US dollar should see high yield do
well early in 2018.
We are cautious as we enter 2018 but also recognize many
tailwinds at investors backs. The tax reform should boost
earnings and as will the relaxed regulatory environment. If a
major infrastructure bill is passed early in 2018 we would
expect to see stocks surge to new highs before taking a
breather later in the year. ■Brian Lockhart
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Moving the Markets
Winner’s and Loser’s

The Friendly Tax Man
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The US dollar fell approximately 10%
from January to September before •
recovering to close the year 8% lower.
As the reserve currency of the world,
movements in the greenback are closely
followed and have direct investment
implications. In the short-term, large
multi-national companies who generate
significant sales outside the US benefit •
as their goods and services become
more
competitive.
Consumers,
particularly those who buy products
made outside the US, are the immediate
losers as they pay more for products
due to the weaker currency. If the dollar
continues its trend lower in 2018 we •
expect gold prices to move modestly
higher and energy prices should also
increase in price. We see limited down
side in the DXY as Europe and Japan
will intervene to keep their currencies
from appreciating significantly.
There is significant buzz around
President Trump signing a $1.5 trillion
tax reduction plan. The Joint Committee
on Taxation (JCT) weighed in on the
impact to the economy and the US
balance sheet. It is also expected that
tax reform will lead to $1 trillion in
deficits.
The bill is likely to drive
business to pursue pass-through
businesses
given
significant
tax
advantages. The benefits of passthrough businesses expire in 2025. By
2027, the provisions that will still be in
effect are the reduction of the corporate
tax rate from 35% to 21% and efforts to
drive profits by US companies outside
the US back to the US. The chart below
shows industries to see the greatest
reduction in corporate tax rates based
on average effective tax rates include
retail, engineering/construction, and
automotive.

Volatility – Stuck In Low
Source: CBOE

Between 2011 and 2016, the Dollar
rose in value largely because of
weakness in Europe and Japan and
slower growth in China after the
2015 reforms. Currencies are
always a function of trade.
Machinery and heavy equipment
along with aircraft are the top
exports from the US and should
benefit as exports increase as a
result of a weaker Dollar.

•

The JCT estimated that GDP would
be .1% to .2% larger by 2027 as a
result of tax reform.

•

Economic growth is suggested to be
the result of lower personal and
corporate tax rates leading to capital
spending.

•

After 2027, a new formula for
inflation takes effect, likely moving
tax payers in to higher tax brackets
relative to previous years.

•

Aerospace is expected to display the
least impact as a result of corporate
tax reform.

•

The yield on the S&P 500 Index is
approximately 1.9% versus the yield
of roughly 2.5% on the 10-year
Treasury bond. If this gap (i.e. the
difference in yield between stocks
and bonds) widens, investors might
begin to rotate out of equities, which
would likely result in a spike in
equity volatility to the downside.

We’ve touched on this subject several
times in the recent past: volatility –
particularly in the equity markets – has
been persistently below historical
levels. The CBOE Volatility Index (VIX),
which measures the implied volatility of
the U.S. equity markets, has averaged
approximately 15% since its inception
in 1993. However, the VIX averaged
roughly 11% though 2017. Equity •
markets have experienced phenomenal
risk-adjusted returns this year. That is,
the equity markets in general have
risen with little disruption over the past
twelve months. We mention this
because it’s unusual based on
historical norms.
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From 2002 to 2010, the Dollar was
in decline as investors worried that
high budget deficits and growing
debt would force the US into a
monetization strategy to deal with
the debt.

After such a significant run up in
equity prices, investors might begin
to sell shares to lock in gains. Our
view is that this low volatility
environment is not likely to persist
over the next twelve months. We
expect equity volatility to rise in
2018.
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Analyst Corner
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Macro View – Is Inflation Now Irrelevant?

Taking Stock – 2018 Crystal Ball

The Fed has thoroughly informed the financial community that
it is targeting rate hikes based on, among other factors, a 2%
inflation target. This creates great debate among analysts and
the Federal Open Market Committee (FOMC) as to whether
the readings are accurate and even relevant to evaluating the
health of the economy and rate at which to raise rates. The
chart shows Core Personal Consumption Expenditures or PCE
(ex food and energy) in blue and Headline Personal
Consumption Expenditures in red. Charles Evans, President of
the Chicago Federal Reserve Bank, offered some perspective,
stating, “We would like to see the odds of inflation running
modestly below 2 percent equal the odds of it running modestly
above over the long run.” As of Q3 2017, the PCE excluding
food and energy was 1.3% (stlouisfed.org). Weak inflation has
been attributed to aging demographics and slow productivity
giving companies pause in raising prices and wages.

As of December 22nd, Factset produced the S&P 500 earnings
growth rate for 2018 at 11.8%. 2011 was the last year the
annual earnings growth rate eclipsed the 2018 projection at
12.7%. Energy, materials, financials, and information
technology are driving the projection. Within the energy sector,
oil and gas exploration and production and equipment and
services lead the growth estimates. Within the materials sector,
construction materials and metals and mining lead the way.
The financial sector is driven largely by expectations for growth
in financial services and insurance. IT’s industry growth
breakdown is largely even across industry subgroups with
internet software leading growth projections. The Factset chart
below shows both earnings and sales projections for 2018.
Based on revenue and earnings estimates for the S&P 500,
net profit margins are also expected to increase to 10.9%.

Fixed Income - Eyes on Zero

Technical - Unrealistic Expectations

The relentless pursuit of zero of spreads took a pause in
December but many economists are expecting the already
narrow spreads between 2-Year and 10-Year Treasuries and 5Year and 30-Year Treasuries to compress even more in 2018.
Six of the eleven economists surveyed by Bloomberg believe
the yield curve will invert in the next two years with 4 of those
expecting it to occur in 2018. Given that virtually every time the
yield curve has inverted a recession in the US has followed, it
is surprising the survey and yield curve do not get more
attention from the financial talking heads. As investors
determine how to allocate their fixed income positions, the additional interest for taking on 25 years of duration (5 vs. 30) is
identical to excess return for taking just 8 years of duration (2
vs. 10).

Technical analysis focuses on the changing dynamics
between buyers and sellers of stocks. A lot can be anticipated in terms of buyer’s appetite for risk by looking at their
return expectations in the future. The higher future returns
are expected to be, the more aggressive investors are to
drive prices higher. A recent study of over 22,000 investors
by Schroders suggests return expectations are getting out of
hand. It’s not surprising that 93% of investors expect the
market to be positive over the next 5 years but fact that
almost half of investors expect double-digit average returns
is startling. The chart below shows all investors but not
surprisingly the younger the investor the higher their return
expectations are. Millennials were the most aggressive with
nearly one-third expecting the markets to return 20% or more
per year for the next 5 years.
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Buffet’s Alpha
Most investors are familiar with the legendary
financier Warren Buffett – the so-called Oracle of
Omaha – and the stellar performance record of
his company’s stock, Berkshire Hathaway
(Ticker: BRK.B). Indeed, Mr. Buffett has
demonstrated time and again his ability, over the
long-term, to beat the major averages, such as
the S&P 500 Index. The question remains – how
does he accomplish this seemingly unattainable
feat?
A major research and investment management
firm – AQR (Applied Quantitative Research) –
sought to answer this question. A principal of
AQR, Lasse H. Pedersen, along with Andrea
Frazzini and David Kabiller, published a paper in
2013 that attempted to explain why Mr. Buffett
has been able to deliver such attractive returns.
(Note: the paper is available on-line at: http://
docs.lhpedersen.com/BuffettsAlpha.pdf).1
While we won’t delve into the weeds too much
here, the essence of the paper is that the longterm attractive returns that Mr. Buffett has
achieved are primarily due to his investments in
companies that exhibit certain characteristics,
namely three factors: 1) quality, 2) value, and 3)
low volatility. In prior months, we’ve highlighted
the characteristics of the primary equity factors,
but we’ll revisit them briefly again.
Quality stocks tend to be companies that have
high return-on-equity (ROE) and return-on-assets
(ROA), and have low debt-to-equity ratios. In
addition, high quality stocks tend to pay
dividends. Within the context of a market cycle,
high-quality stocks might outperform the broader
market in an economic recession. Meanwhile,
value stocks tend to be characterized by low
price-to-earnings (PE) and price-to-book values
(PB). Essentially, value stocks are “cheap”
relative to the broader market based on
fundamental analysis. Finally, low volatility stocks
tend to have below average return variability.
That is, the range their trading prices (high-tolow) tend to be lower than the broader market.
Shares of Berkshire Hathaway have risen higher
than the overall market (as measured by the S&P
500 Index) since the 1950s, which was when Mr.
Buffett launched his partnership. Not only has his
performance exceeded the general market, Mr.
Buffett has achieved this excess return with lower

Clint Pekrul, CFA
return variability (which is no surprise, given his
exposure to the low volatility, or risk, factor). AQR
claims that Berkshire Hathaway’s stock has
delivered a Sharpe Ratio of 0.76 over the past 30
years (as of the publication date of their paper),
which is higher than any other stock of mutual
fund.
If AQR’s assessment of Berkshire Hathaway’s
stock performance is correct, then holders of the
stock have been well compensated on a riskadjusted basis over the past 30 years. In the
case of Mr. Buffett’s stock, investors, in general,
have achieved not only higher returns than the
overall market, but they’ve also obtained these
returns with relatively lower volatility than the
overall market. We recognize the success of Mr.
Buffett’s investment performance. We also
acknowledge that Mr. Buffett’s past performance
is no guarantee of what Berkshire Hathaway
stock might achieve in the future.
The question is, how do you incorporate Mr.
Buffett’s performance into your investment
portfolio? Why not just buy Mr. Buffett’s stock?
Well, that’s a good question. We like Mr. Buffett’s
exposure to the risk factors – value, quality and
low volatility - but we are hesitant to be longonly, all the time. In other words, when equity
market volatility surpasses an investor’s risk
tolerance, we would rather have a system in
place to hedge the uncertainty of returns.
Our equity-based portfolios incorporate the
factors mentioned above, namely value, quality
and low volatility. However, we also incorporate
smaller capitalization stocks and momentum –
based stocks. In addition, we overlay a risk
management process to the overall portfolio.
Specifically, we ensure a minimum level of
diversification, and use cash when volatility it
beyond our threshold.
Another finding of the AQR research paper is Mr.
Buffett’s use of leverage (i.e. using borrowed
money to purchase securities) to amplify returns.
While we don’t use leverage in our portfolios, we
are cognizant of its effects on long-term returns.
We feel that managing risk – particularly trying to
avoid large drawdowns – can add value over the
long-term as well.
1. Buffett’s Alpha, Andrea Frazzini, David Kabiller and Lasse Heje
Pedersen; 2013
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Did You Know?
Tax Reform already priced into the
Q:
Q: Ismarkets?
Given the appreciation of stock prices
since last year’s election (from notably
high valuations at that time) I would say
that not only has tax reform been priced
into the markets but so has de-regulation,
$1 trillion in infrastructure spending, and the
ultimate victory by the Rebel Alliance over the evil
Galactic Empire (spoiler alert for Episode XVII).
There are two very different and distinct paths the
recently passed tax reform can take. First, the
markets will immediately price in higher earnings (6
-12% are common estimates) as a result of the
lower corporate taxes. Combined with the small cut
in individual rates and increase in the standard
deduction higher consumer spending could see
profits increase 20% over the next year sending
stocks higher.
The alternative scenario would be for the modest
increase in consumer incomes to be used to increase savings and reduce debt with little bump in
spending. An uptick in growth, however, may
cause the Fed to accelerate the pace of rate hikes
in order to not fall behind the curve in managing
inflation expectations. The higher rates, expected
by many analysts, would begin to squeeze margins
and ultimately lead to an inverted yield curve and
recession. I believe the risk of recession is higher
in 2018 as the Fed reduces its balance sheet and
hikes rates although that remains a relatively
unlikely scenario, especially during the first half of
next year.

I think so. Equity prices are fairly efficient.
That is, the prices of stocks in general
tend to reflect all known information. The
tax reform bill that just passed might not
be all that popular among Democrats. The
bill was along party lines, with no compromise. At
the end of day, it’s about discounted cash flow.
What does the tax reform bill mean to the bottom
line? The guess is that companies will have a
larger share (i.e. the tax reform benefit) to pay out
to employees. I’m not sure the “trickle down” effect
will actually transpire. The more likely scenario is
that the tax cuts will accrue to owners of capital
(i.e. increased dividends and stock buy backs).
From an investment standpoint, what do we pay
today for future cash flows? I think the aggregate
view on tax reform (i.e. the market) has priced in
any potential benefit (or detriment). It’s a question
of what do you pay for future earnings?
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What is Bitcoin telling the markets?

The first message has to be that
speculation is alive and well. Bitcoins were
priced at $960 at the end of 2016 and will
finish the year around $15,000 (as of
12/27/17). The last couple of weeks is indicative of
what I expect with Bitcoin as it surged to a closing
price of $19,500 then back to $12,000 in just a
couple of days. The second message is a general
and growing distrust for the Federal Reserve and
other Central Banks. The profligate actions of
Central Banks are likely to blame for the craze in
cryptocurrencies and will likely be the cause for the
spread in interest in owning something a
government cannot manipulate. Bitcoin is the first
and largest of the cryptocurrencies but their market
share has fallen from 87% in January to under
50% in December.
The
technology
behind
cryptocurrencies,
blockchain, is going to be a transformative global
technology probably as disruptive as bringing the
internet to every household in the world. The total
market cap of Bitcoin is $600 billion, a fraction of
the $24 trillion in value of the S&P 500. While
regulation will initially be viewed as an assault on
Bitcoin, it is badly needed for the currency to
become more mainstream. Trading on the CBOE
and a likely ETF launch in 2018 will bring liquidity
to the cryptocurrency market but only slightly
reduce the volatility likely to occur next year.
The above should not be construed as a
recommendation to buy, sell or hold Bitcoins.

Hum.. I’m no expert on Bitcoin but the
recent price action seems like the Tulip
craze back I the 1600’s (for those who
don’t remember, here’s a good link:
https://en.wikipedia.org/wiki/
Tulip_mania). We’ve seen the price of Bitcoin rise
exponentially, but at some point the sellers have to
come in. Who are the sellers? Who knows? The
CBOE (Chicago Board Options Exchange)
provided some price discovery in the derivatives
(futures) market. The bottom line is that Bitcoin is a
highly volatile commodity (more so than gold,
based on recent trading). Be cautious when trading
Bitcoin. The price can be quite volatile, and it
seems to me that investors, who are looking for
high-risk opportunities, are looking for a gamble.
Over time, I think we’ll better understand the value
of cryptocurrencies. But for now, be very cautious.
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Index Update
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