
 

Q3 Market Commentary: 

Excellent, But Vulnerable Markets 

With all the risks today, are investors complacent? 
By Paul Hoffmeister 

It is our belief that 2017 has been a rewarding year for most investors. Through the third 
quarter, the S&P 500 is up nearly 13% and the Nasdaq 23%, while the Barclays 
Aggregate U.S. Bond Index has returned almost 3%. Even more, in July, stock market 
volatility was the lowest in the last 10 years.  

Investment returns appear to have been strong, and markets are calm.  

We believe the primary factors behind this sanguine environment are the prospects of 
tax reform and a Fed policy approach that, at least for this year, has been looking to “do 
no harm”.  

By all appearances, the Federal Reserve seems to be implementing policy more 
reactively than proactively. In other words, the FOMC has been only raising interest 
rates to a degree that we believe won’t agitate financial markets. 

And in Congress, the House has passed a tax reform bill whose primary aim is to 
reduce the corporate tax rate from 35% to 20%, in addition to providing some individual 
tax relief. Holding all other variables constant, the 15 percentage point reduction in the 
statutory corporate tax rate should increase corporate earnings up to 23.1%. If market 
multiples hold, this tax reduction should theoretically correlate with an equivalent 
increase in stock prices. Perhaps not coincidentally, the S&P 500 has rallied nearly 20% 
since Election Day.  

Of course, tax reform is not a fait accompli. The Senate must pass its own tax bill, then 
both chambers of Congress will confer and reconcile their differences (in a process 
called “reconciliation”) before any final legislation is delivered to the President for his 
signature.  

While earnings growth prospects look strong, so does the economy’s. US GDP grew 
3.1% and 3.0% in Q2 and Q3; the first consecutive quarters of at least 3% growth since 
Q2 and Q3 of 2014. 1 

 

																																																													
1	Source:	Bureau	of	Economic	Analysis	



 

 

 

This year, with GDP expanding at a faster pace, improving odds of more business-
friendly tax rules, and a supportive Fed, it’s understandable that investors are 
dramatically bidding up the prices of growth stocks relative to value stocks. According to 
the Dow Jones Total Stock Market Indices, from the start of the year through the third 
quarter, Large Cap Growth outperformed Large Cap Value by 10.9 percentage points; 
Mid-Cap Growth outperformed Mid-Cap Value by 8.3 percentage points; and Small-Cap 
Growth outperformed Small-Cap Value by 10.5 points. 

The exuberance in equity markets also extends to credit markets, where the spread 
between Aaa and Baa-rated bonds is historically tight. This means that investors are 
willing to pay more than usual for medium grade bonds relative to the highest grade.  

As a personal rule of thumb, a Baa-Aaa spread between 75 and 100 basis points 
reflects a fairly normal risk-taking environment in credit markets; <75 bps is abnormally 
tight and indicative of extreme risk-taking; and 150+ bps is indicative of an economic 
crisis and extreme risk-aversion. As of the end of Q3, the Baa-Aaa spread traded in the 
“extremely tight zone”, at approximately 72 basis points.2 

																																																													
2	Source:	Federal	Reserve	Bank	of	St.	Louis		

																																								Growth	Outperforming	Value
																					Year-to-date	Returns	through	Q3	2017

Dow	Jones	Large-Cap	Growth	Total	Stock	Market	Index 18.5%
Dow	Jones	Large-Cap	Value	Total	Stock	Market	Index 7.6%
Dow	Jones	Mid-Cap	Growth	Total	Stock	Market	Index 14.3%
Dow	Jones	Mid-Cap	Value	Total	Stock	Market	Index 6.0%
Dow	Jones	Small-Cap	Growth	Total	Stock	Market	Index 13.7%
Dow	Jones	Small-Cap	Value	Total	Stock	Market	Index 3.2%

											source:	Dow	Jones



 

 

One rule in financial physics is reversion to the mean. And as such, the essential 
question today is, “When will the good times end?”  

As we scan the globe, we believe the top risks facing the markets are the following: 

Tax Cuts Don’t Happen: If Republican ‘unity’ disintegrates, and markets’ hopes 
of tax cuts are dashed, we believe there is significant downside risk in equities, 
which could retrace most of the last year’s gains. 

Fed Aggressively Raises Rates/Shrinks Balance Sheet: Low unemployment 
rate and strong asset prices may compel the FOMC to aggressively tighten 
monetary policy in 2018. Currently, the federal funds rate stands at 1-1.25%. 
According to the most recent Fed projections, the median expectation is for the 
funds rate to end 2018 around 2-2.25%.3 With the 10-year Treasury yield 
recently at 2.30% (which leaves little room for many rate increases) and the 
FOMC already planning to shrink the Fed balance sheet, current plans by Fed 
officials could be too aggressive, and if enacted, could aggravate markets.   

Investors Lose Confidence in Earnings Estimates: The market anticipates 
~$140 in S&P 500 earnings per share next year. With S&P earnings currently 
around $118, earnings may need to grow more than $22 or 18% in 2018 to justify 
current stock levels.  

																																																													
3	Source:	Federal	Reserve	Board	of	Governors	
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Political Uncertainty: If Speaker Ryan follows Senators Corker and Flake and 
doesn’t seek re-election, policy and Republican Party we believe uncertainty may 
erupt. Also if Democrats win the House in 2018, calls may increase for 
presidential impeachment proceedings. Markets typically hate political 
uncertainty and dysfunction. 

Concerns Mount over Brexit/Catalonia/Eurozone Disintegration: Brexit 
negotiations may lead to aggressive retaliations against the UK, and social 
unrest in Spain and other nationalist movements in EU may threaten the stability 
of the world’s second largest economy.  

NAFTA Negotiations Devolve: U.S., Mexico and Canada may not reach an 
agreement on reforming the North American Free Trade Agreement. If NAFTA is 
discarded, tariff barriers could be raised. 

North Korea Nuke Test Escalation/More Saber-Rattling: If Kim Jong-Un 
begins more aggressive nuclear and ICBM missile testing, tensions are only 
likely to increase.  

New Regulations: With the market currently operating on the belief that 
regulatory red tape is being rolled back, are markets ready for any regulatory 
surprises? Will the Russia election scandal lead to harsh restrictions on tech and 
media? 

During the near-term, the passage of tax reform and the continuation of moderate Fed 
policy could easily extend the strong market trend of the last year. If fiscal and monetary 
policy (the “twin pillars of productivity”) remain supportive, then the future remains 
bright. 

But there are a handful of looming risks, and investor expectations are high. The bar 
has been set high for the major macro variables to perform well as we close out 2017. 
For investors today, there isn’t much room for error. 

 

Disclosures: 

• Past performance may not be indicative of future results. Therefore, no current or 
prospective client should assume that the future performance of any specific investment, 
investment strategy (including the investments and/or investment strategies 
recommended by the adviser), will be profitable or equal to past performance levels.  

• This material is intended to be educational in nature, and not as a recommendation of 
any particular strategy, approach, product or concept for any particular advisor or client.  
These materials are not intended as any form of substitute for individualized investment 
advice.  The discussion is general in nature, and therefore not intended to recommend 
or endorse any asset class, security, or technical aspect of any security for the purpose 
of allowing a reader to use the approach on their own.  Before participating in any 
investment program or making any investment, clients as well as all other readers are 
encouraged to consult with their own professional advisers, including investment 



advisers and tax advisors.  Camelot Portfolios LLC can assist in determining a suitable 
investment approach for a given individual, which may or may not closely resemble the 
strategies outlined herein. 

• Any charts, graphs, or visual aids presented herein are intended to demonstrate 
concepts more fully discussed in the text of this brochure, and which cannot be fully 
explained without the assistance of a professional from Camelot Portfolios LLC.  
Readers should not in any way interpret these visual aids as a device with which to 
ascertain investment decisions or an investment approach.  Only your professional 
adviser should interpret this information. 

• Different types of investments involve varying degrees of risk, and there can be no 
assurance that any specific investment will either be suitable or profitable for a client's 
investment portfolio.  

• The S&P 500 is an unmanaged index used as a general measure of market 
performance.  You cannot invest directly in an index. Accordingly, performance results 
for investment indexes do not reflect the deduction of transaction and/or custodial 
charges or the deduction of an investment-management fee, the incurrence of which 
would have the effect of decreasing historical performance results.  

• The NASDAQ Composite Index includes all domestic and international based common 
type stocks listed on The NASDAQ Stock Market.  

• The Bloomberg Barclays U.S. Aggregate Bond Index is a broad-based benchmark that 
measures the investment grade, U.S. dollar-denominated, fixed-rate taxable bond 
market. The Index includes Treasuries, government-related and corporate securities, 
MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS and CMBS (agency and 
non-agency).  

• The Dow Jones U.S. Large Cap Value Total Stock Market Index is designed to measure 
the performance of large-cap U.S. equity securities that are classified as “value” based 
on a multi-factor analysis. 

• The Dow Jones U.S. Large Cap Growth Total Stock Market Index is designed to 
measure the performance of large-cap U.S. equity securities that are classified as 
“growth” based on a multi-factor analysis. 

• The Dow Jones U.S. Mid Cap Value Total Stock Market Index is designed to measure 
the performance of mid-cap U.S. equity securities that are classified as “value” based on 
a multi-factor analysis. 

• The Dow Jones U.S. Mid Cap Growth Total Stock Market Index is designed to measure 
the performance of mid-cap U.S. equity securities that are classified as “growth” based 
on a multi-factor analysis. 

• The Dow Jones U.S. Small Cap Value Total Stock Market Index is designed to measure 
the performance of small-cap U.S. equity securities that are classified as “value” based 
on a multi-factor analysis. 

• The Dow Jones U.S. Small Cap Growth Total Stock Market Index is designed to 
measure the performance of small-cap U.S. equity securities that are classified as 
“growth” based on a multi-factor analysis.  A547 


