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Third Quarter 2017 Market Commentary 
  

We start every market commentary by highlighting an observation from our previous commentary.  
Here is what we said last quarter regarding the markets: 
 
 The waiting game continues as Washington continues to flounder with tax and healthcare reform.  The upside, 
obviously, is if they actually get something passed.  Given the recent special election losses by the Democrats, one would 
assume both sides would realize their respective predicaments and come together to compromise and pass legislation.  
This, no doubt is wishful thinking, so investors will have to rely on corporate earnings, mergers and acquisitions and 
the IPO market to find some good news.  
 
   

Third Quarter 2017 Highlights 
  

The wait continues and yet the market moved higher during the quarter which saw a lot of public 
discontent.  The third quarter events that brought the nation together, however, were none other 
than hurricanes drummed up by mother nature.  Hurricane Harvey slammed the Texas coast 
dumping 50 inches of rain from the landfall area of Rockport all the way past Houston.  It was 
Houston that received the majority of the focus since the sixth largest city in the United States was 
flooded by the once in 500-year (or one-in-a-million year, let’s hope) flooding disaster of biblical 
proportions.  A short two weeks later, Hurricane Irma hit the Caribbean and Florida causing 
flooding, power outages and a lot of damage to the Florida Keys.  While both disasters are in the 
clean-up phase, Congress was able to come together and tie hurricane relief to a government 
funding bill that kept the government open.   
 
Aside from Hurricanes Harvey and Irma, summertime discontent ignited a fire-storm in 
Charlottesville, Virginia where a neo-Nazi group clashed with Antifa protestors.  North Korea 
continued to shoot off rockets, even sending one directly over Japan.  Despite this saber-rattling, the 
markets were not rattled.  On the day the missile launched over North Korea, The United States 
responded with an even-keel approach that included planned military exercises and a display of 
military air power that only the dumbest of dictators would ignore.  The markets finished the day 
(August 28th) down roughly 1/10th of 1%. 
 
So, aside from domestic protests, international acts of defiance and a White House that has a 
revolving door for staff members, the market continued to chug along hitting new highs despite the 
headwinds.  This news left investors scratching their heads, since all this news should drive markets 
down, yet investors stayed fast and drove the markets higher.   
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So the question most asked during the quarter was “can it keep going higher and when is the 
reversal?”.  No one can predict the “where and when”, but we can do some analysis to help find 
where in the cycle we might be. 
 
We think we found a great resource to help answer those questions via a video that was shared with 
us called “How the Economic Machine Works” produced by Ray Dalio, founder of Bridgewater 
Partners.  We put together a short synopsis of the 30-minute video which we will present in our next 
section.  Before that we need to answer a few questions that help shed some light as to what is going 
on in the markets.  To do that, we have a couple of graphs that illuminate some positive statistics 
about the market. 
 
First, is the economy growing?  When measured by real GDP, we believe the answer is yes.  It is 
generally agreed that the GDP is growing and in the most recent release, GDP for 2Q 2016 was up 
3.1% versus an expected 3.0%. The average GDP expansion average since Q2 2009 has been 2.2%. 
 

 
 
One of the areas of importance to the economy is the debt cycle.  The graph on the next page 
illustrates that consumer’s debt ballooned in the run-up to 2008 financial crisis and has since 
flattened out as consumers paid down debts, reduced borrowing or had debt payments restructured.  
Consumers now have more “space” to add debt, however, one has to wonder if consumers learned 
the lessons in the last financial crisis and are keeping debts modest and/or the banks continue to be 
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cautious about lending?  You’ll see in a moment that this pattern of high-to-low debt is followed 
perfectly in the study of economic cycles. 
 

 
 
The next graph helps support the lower household debt load.  This is one of those “eye opening” 
graphs that is extremely important and follows the economic cycle.  Debt is now either paid-off, 
restructured or written off and the delinquency rates during the financial crisis skyrocketed.  Now, 
after a painful “deleveraging” consumer default rates are very low.  This may be attributed to a 
couple of things:  They are not taking on more debt, they are using debt wisely and they are 
employed, or banks continue to keep tight lending standards.  This is clearly a good sign of a healthy 
consumer and, perhaps, a wiser lending community. 
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Nothing may be more important to a growing economy than the availability of money.  This graph 
highlights how the Federal Reserve kicked into action during the financial crisis.  Because of the 
deleveraging that occurred during the 2008 crisis, the Fed had to keep the supply of money growing 
since credit was being pulled back.  They flooded the market with money by buying bonds and 
mortgages from the Federal Government who then turned and spent it in the economy via direct 
government purchases of goods and services or via social safety net programs such as 
unemployment. 
 

 
 
 
Another important piece of the economic cycle is the cost of money which we equate to the 10-year 
Treasury rate.  As the economy has improved the Fed has raised rates.  There is still some debate as 
to rising rates stifling future economic growth.  That remains to be seen, but markets have risen in 
the face of rising rates (i.e. 2004-2006).  Raising the interest rates to normal levels will provide the 
Federal Reserve with the tools they need to inject liquidity into the market when the next economic 
downturn occurs. 
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Finally, unemployment has finally gotten to a level that we consider “full employment”, a period not 
seen since before the credit crisis.  One of the areas the Fed will be watching is “wage inflation” 
since low unemployment suggests a mobile worker that can demand higher wages.  The balancing 
act of raising interest rates will be conducted with all facets of inflation being considered. 
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Now, back to the question of where we are in the economic cycle?    Growing GDP beats low GDP, 
lower interest rates keep credit affordable and low unemployment suggests people are employed and 
incomes are rising due to demands for skilled labor.  We think the markets have room to move 
higher for the balance of the year, and should tax reform become a reality, well into 2018  
 
 

The Escalator or the Elevator 
 

The legendary Sir John Templeton is credited with the following description of the markets: “Bull 
markets are born on pessimism, grown on skepticism, mature on optimism, and die on euphoria,” 
The time of maximum pessimism is the best time to buy, and the time of maximum optimism is the 
best time to sell. In a similar fashion we like to remind our clients that it is “the escalator up, and the 
elevator down.”  So, are we on the escalator up, or boarding the elevator down?   
 
Many investors have sat out the market rise, preferring to treat the market with distain and “it 
cannot go higher” mentality.  With each new high that the market “escalator” has risen to, many 
investors have felt the “elevator” was waiting just at the top.  And for good reason; the lessons of 
2000-2002 and 2008-2009, despite the number of years that have passed, are still as fresh as ever.  
Eight consecutive years of gains from 2009 through 2017 (although 2015 was very close to 
breakeven) have produced an annualized rate-of-return of around 14%.  That’s 4% higher than the 
72-plus year annualized rate of return of around 10.2%.   
 
If you re-run the numbers and include 2008 in the calculation, the annualized rate-of-return drops to 
a more reasonable return of just under 8% per year.  That’s 2% under the long-term average.  Going 
back to Sir Templeton’s market axiom, we know a couple of things: 
 

1.  This bull market was born on March 9th, 2009 when the Dow was trading around 6,600 
intraday and investors were swearing off the stock market forever marketing the maximum 
pessimism possible. 

2. It has definitely grown on skepticism.  That has even been magnified over the past 10 
months since the election of President Donald Trump.  While the market did receive a 
“Trump Bump” as a result of expected tax reform and infrastructure spending, that can only 
explain so much.  And only so many investors would be rooting against a market advance on 
the back of a Trump bump.   

So that leaves us with maturing on optimism and dying on euphoria.  So far, we would estimate that 
maybe we are moving on to what we will call “maximum optimism” as investors who have sat out 
the market advance capitulate and change their opinion to “optimistic”.  And should the Fed 
engineer a “soft landing” of raising rates, then this phase will run a bit longer than in the past. 
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Eventually we will run into the euphoria phase and, perhaps, we will be better prepared for that 
cycle than in the past.  We don’t need to dwell too much on what euphoria looks like, we saw that in 
the run-up to the last financial crisis and the fourth quarter of 1999.  History has some notable high 
notes that seem euphoric.  Yale economist Irving Fisher was jubilant. “Stock prices have reached 
what looks like a permanently high plateau,” he rejoiced in the pages of the New York Times. That 
dry pronunciation would go on to be one of his most frequently quoted predictions — but only 
because history would record his declaration as one of the “wrongest” market readings of all time. 
 
At the time he said it, in early October, he had good reason to believe he was right. On Sept. 3, 
1929, the Dow Jones Industrial Average swelled to a record high of 381.17, reaching the end of an 
eight-year growth period during which its value ballooned by a factor of six. That was before the 
bubble began to burst in a series of “black days”: Black Thursday, October 24, when the market 
dropped by 11 percent, followed four days later by Black Monday, when it fell another 13 percent; 
and the next day, Black Tuesday, when it lost 12 percent more.   
 
On to Mr. Dalio of Bridgewater Associates entitled “How the Economic Machine Works”, you can 
click on the embedded link to watch the entire 30-minute video 
https://www.youtube.com/watch?v=PHe0bXAIuk0, but we will try to synthesize for this review.  
Mr. Dalio created this video because, in his opinion, the principles presented have helped him 
tremendously over the past 30 years.  Who are we to argue with a billion-dollar hedge fund manager 
who is tremendously wealthy? 
 
We will give you the short answer to the question.  Until interest rates rise substantially, to say 4% 
on the 10-year, the economic expansion continues.  The Fed is on record indicating that it will take 
at least 5 years to unwind their balance sheet.  Done correctly the unwind could generate a “soft 
landing” for the economy.  Done incorrectly and we get recessions.  So what say ye Mr. Dalio?  On 
to the synopsis of the video. 
 
According to Mr. Dalio, the economic machine consists of three cycles:  The Productivity Growth 
cycle, the Short-Term Debt Cycle and the Long-Term Debt Cycle.  Productivity Growth cycle 
consists of transactions in the economy between willing buyers and sellers where money or credit is 
exchanged for goods, services or financial assets.  A market is the sum of the transactions in a 
particular market such as the wheat market, gold market or the stock market.  And the sum of all the 
transactions in these markets make up the economy.  Spending, therefore, is the primary driver of 
the economy. 
 
Short-term debt helps in this process because when rates are low demand for money is greater and 
banks are willing to lend.  This is what we have had for the past nearly 10 years:  low rates that have 
kept credit flowing in the marketplace allowing us to consume more than we produce.  The 
increased borrowing has led to increased spending which has caused incomes to rise because one 
person’s spending is another person’s income.  These exchanges lead to “cycles” and for the past 10 
years the cycle has been improving from the bottom of the market, widely identified as March 9th, 
2009.   
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Thought of in another way, credit (and the debt it creates) is simply a form of pulling future 
spending forward.  So, at some point in the future, after you have borrowed and spent, you have to 
cut back on spending to pay back the debt.  What is bad about credit is when it generates over-
consumption that cannot be paid back, but it is good when it allocates resources and produces 
income.  The primary risk is that in the short-run debt cycle, inflation is created when spending 
outstrips the production of goods and services.  When this occurs, the Federal Reserve begins to 
tighten credit.  This generally creates a recession as credit becomes less available and spending slows.  
These cycles usually go 5-8 years, happening over decades, but with increasing debt levels. 
 
This leads to the Long-Term Debt Cycle where debts accumulate faster than incomes can rise.  
Consumers who felt “wealthy” as a result of short term debt cycle do not payoff previous loans and 
the debt burden begins to outweigh incomes.  As a result, more income is diverted to debt 
repayment which means less spending.  And since spending is another person’s income, incomes 
start to fall, which causes borrowing to go down which causes the cycle to reverse.  The most recent 
Long-Term Debt Cycle occurred in 2008.  And according to Mr. Dalio can stretch well decades.   
 
Mr. Dailo suggests that this part of the cycle lasts 2-3 years, and it takes 7-10 years for reflation.  
Therefore, if you chart this out you get the following: 

 The “bust” of 2008 took to about 2010 to get back on a normal growth path 
 7-10 years to reflate after that 
 So that leaves us with 2020 as a reasonable year for a recession!  While no one has a crystal 

ball, we like the analysis and it’s a good guide for keeping it all in perspective. 
 
Finally, there are three Rules that Mr. Dalio leaves us with: 
 

1.  Don’t have your debt rise faster than income because your debt burdens will eventually 
crush you. 

2.  Don’t have income rise faster than productivity because eventually you will become 
uncompetitive. 

3. Do all that you can to raise your productivity because in the long run that’s what matters 
most. 
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DOMESTIC EQUITY STATISTICS 

 

Index 3rd Quarter 2017 

S&P Small Cap  5.62% 

S&P Technology Sector 8.28% 

Dow Jones Average 4.94% 

S&P 500 Index 3.96% 

(Period Ending 9/30/2017.  Source:  S&P Dow Jones Indices) 
 

Company                  Percentage Weight                  3rd Quarter 2017  
 
S&P 500                                                                              3.96%    
Energy                                 6.1%                                                6.03%       
Materials                              3.0%                                  5.55%   
Industrials                         10.2%                                    3.68%       
Consumer Discretionary       11.8%                                          0.48% 
Consumer Staples                8.2%                                 -2.02% 
Health Care                       14.5%                                        3.20%       
Financials                          14.6%                                     4.76%                   
Technology                        23.2%                                         8.28%       
Telecommunications              2.2%                                         5.41% 
Utilities                                   3.1%                                        1.97%      
Real Estate     3.0%                 0.10% 

Source:  Standard and Poor’s (www.spindices.com), price returns. 
 

 
Style Return Box for the Third Quarter 2017 

 VALUE CORE GROWTH 

LARGE 3.48% 4.48% 5.29% 

MID 3.26% 3.22% 3.19% 

SMALL 6.28% 5.96% 5.65% 

Source:  Standard and Poor’s (www.spindices.om), total returns. 
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DOMESTIC EQUITIES 
 
Ten years ago this past quarter, July 2007, a shudder went through the markets as two Bear Stearns 
hedge funds, linked to the subprime mortgage and mortgage backed securities markets (MBS), failed.  
Little recognized at the time, the funds were the tip of the financial iceberg that was about to hit the 
global markets in a way no veteran money manager or investor had ever witnessed.  Unlike the 
Great Depression of the 1930’s, ushered in by a near euphoric love affair with the stock market, this 
modern-day crisis was built in the credit markets where cheap money, financial alchemy, and lies 
created a financial pyre that ignited to burn many investors to a crisp.  
 
Fast forward to today and the convergence of financial engineering by the Federal Reserve just may 
have gotten this economic cycle tuned to a global rebound.  Within this cycle we have seen the 
rotation between styles and market capitalizations.  Most recently the large technology companies 
have been blazing the trail, leaving value-oriented stocks and the small cap counterparts in the dust.  
But this is what makes a market and when valuations become too attractive, rotations begin. 
 
We saw this during the past quarter as the small cap stocks and value investing came back to life.  
Banks, insurance companies, utilities and even energy stocks started getting some notice from 
investors.  This doesn’t mean technology stocks will be dumped for value stocks, it means that 
investors will broaden out their portfolios for a bit more diversification. 
 
INTERNATIONAL 
 
One word can be used for the international market and that is “finally”.  For at least the past five 
years we have not been kind to the international market, and for good reasons.  The United States, 
coming out of the financial crisis of 2008, was the place to be for really cheap stocks.  And investors 
who followed that path were well rewarded.  Take the emerging markets area as an example.  This 
year the Emerging Markets Index was up 28.58% through the end of September.  That crushes the 
S&P 500 index by a factor of two!   
 
But taken over a longer period of time, the United States stock market crushes the international and 
emerging markets by a factor of nearly seven-fold.  The standard index for the international market, 
the MSCI EAFE Index, returned a 10-year annual rate of return of 1.26%.  The S&P 500 gave 
investors a 7.34% annualized rate of return over the same time-period.  As we have said in the past:  
Stock markets are voting machines in the short-run and weighing machines in the long run.  The 
U.S. markets have continued to be a very good weighing machine. 
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This does not mean you should not have tactical allocations of international and emerging markets 
in the portfolio.  It’s really about the percentage allocation you wish to devote to the space.  We 
have simply differed from others in the amount we like to have in client portfolios, preferring a 
maximum of around 15% at the top end, while our colleagues on the street had recommended 25% 
to 30% in allocations to the international markets.   
 
We are still amazed, for example, how a corrupt country and economy like Brazil outpaces the U.S. 
stock market in 2017.  Two Presidents have been removed from office for corruption (Silva and 
Rousseff) and their largest energy producer, Petrobras, was caught in a corruption scandal dubbed 
“Operation Car Wash” which focused on money laundering.  In the United States, this would cause 
severe economic distress.  Perhaps there is a turning point for these countries to finally admit that to 
be successful for their citizen; you need to be transparent and offer orderly business dealings?  
Brazil, China and even Russia are trying to be on that path. 
 
FIXED INCOME   
 
We might be able to squeeze out a paragraph about fixed income since it has been nothing but given 
up for the dung heap in the face of rising interest rates.  However, even with that head wind 
inflation, the Kryptonite of fixed income, has been held in check allowing bond funds to produce 
some very reasonable rates of return.  And as we have said in the past, fixed income is for the 
“cushion effect” of a falling stock market .  As the elevator hurdles to the ground, fixed income is 
the one asset class that will hold a solid spot in the portfolio. 
 
Municipals, government and corporate bond funds have all done well and should continue to do so, 
until inflation gets out-of-control.  We think the Fed has that well in check and the great unwinding 
of the Fed’s balance sheet will take 4-5 years to accomplish.  Let’s face it, the Fed could never dump 
$4 trillion worth of bonds onto the market, it would cause the next great financial crisis and they 
know it.  So, engineering a smooth “unwind” will provide cover for owners of fixed income assets 
over the foreseeable future.  
 
IN SUMMARY 
 
On September 8th, 2017, on CNBC, market strategist Tom Lee predicted, on live air, that the S&P 
500 would fall 4-5% in the next month.  The Dow closed that day at 21,797.  By the end of 
September, the Dow closed at 22,405, moving up 2.79%.  With respect to market calls he is 
generally a very astute investor, we just prefer to be more introspective of contrarian viewpoints.  
Our approach, however, to take the more boring path, or the escalator if you will, on the road to 
building wealth.  It takes time to build wealth, decades in some cases.  And investing is not always a 
momentum sport; some days it’s like watching paint dry especially when you are diversified.  Mr. 
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Dalio’s observations about debt, income and productivity dovetail nicely with this long cycle 
approach to wealth creation. 
 
Remember, diversification is like the escalator up (and down), while concentration is the elevator up 
(and down).  Fixed income is the part of the portfolio that takes the stairs.  Boring, predictable and 
not real sexy, you appreciate fixed income when the elevator is falling and the escalator s broken.  
So, back to the question of when does it end?  We don’t know, but you just want to understand 
where you stand…on the escalator, in the elevator or taking the stairs. 
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