
First Quarter 2018

Market Outlook

Outlook Summary
We enter 2018 with the stock market reaching new highs and the yield on the 10-Year Treasury at 2.41%, following a very 
strong equity market in 2017 that was juiced in the fourth quarter by the passage of the Tax Cuts and Jobs Act. The market 
continues to set new records in January with the S&P 500 above 
2700 and the Dow surpassing 25,000. So far, last year’s leaders are 
still working early in 2018; 2017’s best performing stocks are up 3.8% 
month to date, while 2017’s worst performing stocks are up 2.8%.

Global economic conditions continued to improve, as every 
developed economy reported growth, and most emerging markets 
data showed positive momentum from earlier in 2017.  U.S. growth 
continued in the fourth quarter with consumer spending remaining 
robust, while business investment and capital expenditure acceleration suggest the 
current expansion continues to have an attractive runway.  The Bloomberg Barclays 
U.S. Aggregate Index gained .85% during the 2017, led by corporate investment grade, 
high yield, and bank preferred securities.

What is in store for investors in 2018?  We believe 2018 will be characterized by a 
“normalization” of security returns, with equity performance determined by price 
appreciation, and yield and fixed income reverting to returns driven mostly by coupon 
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income, as credit is exposed to stretched valuations 
and higher interest rates. The narrative entering the 
year remains largely unchanged from most of 2017 - a 
solid fundamental backdrop, as most global economies 
continue to improve; inflation remains muted; and the 
interest rate environment is largely benign, despite the 
pullback of some accommodative policy. Trump’s “Big 
3” pro-growth initiatives (tax reform, deregulation, and 
infrastructure spending) are expected to lead equities 
higher, as investors begin to quantify the implications 
and duration of higher economic growth from the 
passage of tax reform in December, and anticipate 
further developments from additional deregulation 
and a potential infrastructure bill. Equity valuations 
remain at above-average levels, but below historic 
highs and are supported by strong corporate earnings 
growth. Globally, attention will remain on continued 
improvement from most developed and emerging 

economies. Overall, the environment remains 
supportive for risk assets, as investors should expect to 
own equities in their portfolios for capital appreciation 
and income, and bonds for income.

While full-year numbers are yet to be finalized, the 
U.S. is on track to post 2.3% GDP growth for 2017, 
which would be above the average growth rate of 2.1% 
since 2010, the first full year of the recovery from the 
financial crisis. 

Looking ahead, consumer confidence is high, as 
the job market is strong, wage gains are reasonable, 
and home prices are rising. Business investment is 
starting to rebound, and capex intentions are robust. 
A continuation of the deregulatory environment 
in Washington will likely provide a tailwind for 
investment spending and growth. Just prior to year-
end, the Tax Cuts and Jobs Act was signed into law,  
and we believe a combination of tax relief and 
hurricane-recovery spending is likely to add around 
0.50% to growth in 2018. Furthermore, economic 
indicators, such as the Conference Board Leading 
Economic Index (LEI), confirm the positive trajectory 
for the economy.

ECONOMICS
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Against this backdrop, economists have a favorable 
outlook for economic growth, with the median 
forecast for U.S. GDP growth in 2018 and 2019 of 2.6% 
and 2.2%, respectively. 

The Eurozone consistently beat growth expectations 
in 2017, despite elevated political uncertainty around 
several major elections.  Notably, the European 
expansion was broad based across the continent 
with low dispersion in growth rates among individual 
countries.  Leading indicators currently suggest 
that strong economic growth should continue in 
Europe.  Consumer and business confidence are at 
multi-year highs, and bank lending is recovering. 
The expansion has been jobs-driven and consumer-
oriented, which reduces Europe’s sensitivity to the 
global cycle. However, despite better than expected 
and accelerating growth, inflation remains subdued.  

We remain mindful that Europe still faces a number 
of political challenges, which could cause bouts of 
volatility. German Chancellor Angela Merkel is still 
struggling to form a governing coalition; Spain’s 
minority government is embroiled in a constitutional 
crisis in Catalonia; and the Eurosceptic Five Star 
Movement is currently leading polls in the Italy general 
election which will be held in March. 

Much uncertainty remains over Brexit, but some 
progress has been made as the UK and European 
Union (EU) managed to eke out an agreement in 
December that should ensure that negotiations move 
on to trade discussions. Until there is more clarity 
on Brexit, business investment will likely remain 
depressed. One tailwind the UK economy has is the 
scope for stronger government spending, following 
seven years of austerity. 

Japan enjoyed robust and balanced growth in 2017 with 
strong global trade – driven by a weaker Yen – and a 
pick-up in domestic demand, as both consumer and 
business sentiment improved. 

China remains a key piece of the emerging markets 
puzzle. Having centralized power and elevated his 
position during the 19th Party Congress, President Xi 
Jinping can prioritize policies in line with the state’s 
goal to transition the Chinese economy from “high-
speed growth” to “high-quality development.”
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China’s supply-side and financial reforms have yielded 
some convincing results. Chinese credit growth 
moderated in 2017 as authorities tightened financial 
regulation and raised interest rates to discourage 
lending and cool the housing market. 

We believe emerging market economies can withstand 
moderating growth in China and see growth 
momentum, as many countries are in an earlier stage of 
expansion than in developed markets. Brazil and Russia 
have emerged from recessions, and India appears to 
be bouncing back from a reform-induced slowdown. 
We believe emerging markets will have attractive, but 
possibly more modest, 2018 growth. 

Overall, it appears that the synchronized global 
expansion which began in 2017 will continue in 2018. 
However, it is important to remember that financial 
markets are forward looking, and some of the better 
economic growth may already be reflected in asset 
prices. Higher valuations also leave less room for 
markets to absorb adverse events.  We therefore 
remain cognizant of potential risk and believe there 
are three main risk categories which could bring an 
end to this ‘goldilocks’ environment – political-based 
risks, the withdrawal of monetary stimulus, and higher 
than expected inflation. That said, we would expect 
any such market corrections to be temporary in nature 

and unlikely to lead to an economic recession, given the 
underlying strength in global fundamentals.

U.S. equity markets continued year-long winning 
streaks with another strong quarter of performance.  
The S&P 500, Dow Jones Industrial, and Russell 
2000 all closed at or within 1% of all-time highs, while 
international indices also delivered strong returns.  
Once again, equity markets were largely driven by solid 
corporate earnings and continued global economic 
expansion that offset geopolitical fears. The successful 
passage of the Tax Cuts and Jobs Act in December 
solidified a new set of stimuli to potentially sustain the 
market momentum into 2018.  

Growth stocks led U.S. equity performance in 2017, 
outperforming value counterparts in all four quarters.  
Large cap equities outpaced both small and mid-caps, 
bolstered by 15 stocks that comprised 40% of the 
S&P 500’s 21.8% return.  These 15 stocks included the 
well-followed FANG (Facebook, Amazon, Netflix, 
and Google) group, as well as technology giants Apple 
and Microsoft (FAB5 group) and selected Health Care 
and Financials names.  On a sector basis, Technology 
(+38.8% total return) stocks led 2017 performance with 
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Materials (+23.8%), Consumer Discretionary (+23.0%), 
Financials (+22.2%), and Health Care (+22.1%) all 
outperforming the broader S&P 500.  Telecom (-1.3%) 
and Energy (-1.0%) were the only negative sectors 
during the year, which collectively comprise less than 
9% of the overall benchmark weighting.  Globally, 
both international developed and emerging market 
equities bested U.S. stocks, as earlier stage economic 
and corporate recoveries in those geographies drove 
outperformance.

For 2017, S&P 500 companies are expected to have 
delivered an earnings growth rate of 9.6%, which 
would mark the highest annual earnings growth rate 
since 2011.  All eleven sectors are projected to report 
year-over-year growth, led by Energy, Materials, and 
Technology.  In addition, aggregate sales growth 
estimates of 6.2% would exceed average growth of this 
business cycle, with broader participation from more 
industries and geographies.  We believe these factors 
provide strong support to any discussion regarding 
market valuation, which was hotly debated throughout 
2017.  The S&P 500 finished the year with a forward 
P/E multiple of approximately 18x, above its medium 
and longer-term averages and a significant concern 
to many market observers.  However, we continue to 
note that the forward multiple of the S&P 500 market 
remains well within one standard deviation of the 

25-year average of 16.0x, and the equity risk premium 
(defined by the trailing twelve months earnings yield 
of the S&P 500 minus the 10-Year U.S. Treasury Yield) 
remains well above its long-term average.  We maintain 
the belief that multiples have room for additional 
expansion given the trajectory in corporate earnings 
growth, a supportive macroeconomic backdrop, 
and potential 2018 boosts from tax reform and 
further deregulation efforts.  Notably, the important 
Technology and Health Care sectors’ forward multiples 
remain below their 20-year averages.

In addition to a supportive macro backdrop defined by 
the combination of fundamental strength of corporate 
earnings, global synchronization of growth, healthy 
credit conditions, and relatively tame inflation data 
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and historically low rates, the quantitative benefit 
from the passage of the tax bill has yet to be fully 
assessed or priced into market expectations for 
2018.  While a mandated tax on unremitted foreign 
earnings will create a one-off earnings detraction, the 
cash infusion from repatriation plus the reduction in 
the statutory corporate rate from 35% to 21% should 
unleash a powerful combination of renewed business 
reinvestment, increased share repurchases, dividend 
growth, debt repayment, and greater merger and 
acquisition activity.  At this point, consensus earnings 
estimates for the S&P 500 have been raised modestly 
for 2018. As confidence in the quantitative impact of 
the tax package grows and leads to further upward 
revisions in S&P 500 earnings, we believe equity 
markets will respond positively and experience further 
multiple expansion. 

Despite several positive catalysts and our positive view 
on equity markets in 2018, we are always mindful of 
risks with which to contend.  We are cautious around 
adverse effects from greater trade protectionism, 
which could occur via a withdrawal from NAFTA, 
a showdown with China, or both.  Front and center, 
however, is the potential for a spike in inflation as 
a result of higher sustainable economic growth, 
followed by higher interest rates which would likely 
stop the market momentum, particularly in a period 

of elevated valuation from current levels.  As a result, 
we expect market volatility to return in 2018. As 
long-term investors, we view shorter-term market 
volatility as an opportunity to upgrade portfolios 
with high-quality companies that meet our valuation 
discipline. Patience and philosophical consistency are 
paramount to achieving any portfolio’s objectives in all 
types of market environments. 2018 is set up for alpha 
generation through disciplined stock picking. 

Interest Rates:

Despite inflation measures remaining below the 
Federal Reserve’s target for most of the year, the Fed 
increased the target range for Fed Funds Rate by 
75 basis points (bps) in 2017 and began the process 
of reducing its balance sheet. Looking ahead, the 
major theme for global interest rates in 2018 could 
be the transition from quantitative easing (QE) to 
quantitative tightening by central banks other than the 
Federal Reserve.  

Through the use of its dot chart, the Fed has 
communicated that its expects to hike the Fed Funds 
rate 3 times in 2018, which is one more hike than the 
market is currently pricing in. The divergence increases 
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in 2019, when the Fed is projecting 2 rate hikes 
compared to the market, which is currently not pricing 
in any rate increases.

While the actions of the Fed control the short-end 
of the yield curve, the longer end of the curve is 
controlled primarily by inflation expectations and 
the term premium. Central banks globally remain 
faced with the conundrum of expanding economies 
and tightening labor markets without experiencing 
the inflation dynamics that historical patterns would 
suggest. However, we believe there is a risk that 
inflation comes in higher than market expectations 
given the global economic recovery, the additional 
fiscal stimulus from the tax cut in the U.S., the 
stabilization in oil prices, the sharp rise in certain 
other commodity prices, and the continuation of 
accommodative financial conditions globally. 

To be clear, our thoughts on inflation moving higher 
are towards the 2% range, not a significant spike higher. 
However, a move towards 2% would be enough to cause 
the market, and potentially even the Fed, to increase 
the number of expected rate hikes, which could lead to 
a further repricing higher of short-term interest rates.

Investment Grade: 

2018 presents a challenging set-up for fixed income 
investors. While the move higher in short-term interest 
rates is a positive for future returns, investors are now 
receiving less additional compensation for the extra 
risk of either extending maturity or moving down 
in credit quality since the yield curve has flattened 
and credit spreads are near post-crisis lows. We are 
positioning portfolios to benefit from an environment 
where credit spreads remain largely stable. For the 
investment grade corporate bond market, the potential 
for an increase in merger and acquisition (M&A) 
activity could present an additional headwind. 

Given our outlook for higher interest rates, particularly 
short-term rates, we look to position portfolios with a 
moderate underweight to duration and to add floating 
rate exposure where possible. Within investment 
grade, we are focusing on non-cyclical, defensive 
sectors which are less likely (due to regulation or other 
factors) to participate in M&A activity and at an issuer 
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level, are focusing on companies with ample liquidity, 
strong free-cash-flow generation and management 
teams who are committed to strong balance sheets.

Municipal Bonds:

The final tax reform legislation preserved the tax 
exemption for private activity bonds, an important 
infrastructure financing tool, but eliminated the tax 
exemption for advance refunding bonds issued after 
December 31, 2017. However, concerns over what 
might lose tax-exempt status lead to a sharp increase 
in municipal bonds before year-end. Looking ahead, 
municipal bonds appear to be well positioned relative 
to other fixed income asset classes as marginal tax 
rates will remain high for many investors. Given the 
acceleration of supply at the end of the year, we expect 
that the supply/demand technicals will be extremely 
favorable for tax-exempts during the first quarter.

Other Sectors: 

We believe that the high yield sector faces a number 
of challenges in 2018 – including little room for price 
appreciation and yield levels which appear to have 
priced in much, if not all, of the good economic 
news. While we might be early in reducing exposure 

to the sector, we believe that the additional yield 
which investors are receiving to invest in the high 
yield market is not significant enough to compensate 
investors for the additional risks. 

Non-agency mortgages continue to appear appealing 
as fundamentals continue to improve, technicals 
remain strong, and they provide some insulation from 
geopolitical events. Lastly, we believe they provide an 
attractive way to add diversification to fixed income 
portfolios. 

The fundamental and technical backdrop remains 
positive for preferreds. However, the potential for 
additional spread tightening is limited, following 
several years of strong performance. Therefore, 
returns will be driven primarily by coupon income 
(yield) in 2018.
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