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After Strong Stock Returns in 2017 and January 2018, Stocks Reset 
 

Overview 
 

In January, U.S. and foreign equity prices moved sharply higher through the first three weeks of the year before 
retreating somewhat yet closing the month with still notable gains. On the month, the S&P 500 Index rose 
5.73%, while the MSCI All Country World ex-US Index was up a similar 5.57%. The MSCI Emerging Market Index 
climbed still higher, up 8.33%.  Global economic activity generally continued to expand and remains on firm 
footing. U.S. GDP for Q4 advanced at a 2.6% annualized rate after rising 3.1% in the third quarter. In this 
installment of Insights, we discuss our take on recent economic and investment developments. We focus 
especially on the rise in U.S. bond yields and Federal Reserve policy, on the one hand, and the rapid rise in 
equity prices to start the year and the recent week’s pullback, on the other.  The global economy, and that of 
the U.S. in particular, is very healthy and continues to experience synchronous growth. In our view the volatility 
that emerged in the month’s final week should not have been unexpected given valuation levels, but the 
pullback is likely part of a period of consolidation and digestion rather than the start of a sustained downturn.   
 

Performance 
 

U.S. and foreign equity performance was once again markedly positive in January, especially emerging market 
stocks.  The U.S. dollar weakened, which helped to boost foreign stock and local currency emerging market bond 
returns.  Bond yields rose, however, and the prices of core bonds, which move inversely to yields, dropped. 
 

 
 

Index Name Jan./

2018  YTD

5-Year

Annlzd

10-Year  

Annlzd

Category

BarCap Municipal TR USD -1.18 2.69 4.20 US Muni Bonds

BarCap US Agg Bond TR USD -1.15 2.01 3.71 US Taxable Bonds

BoAML US High Yield Master II TR USD 0.64 5.65 8.10 US Corporate HY Bonds

JPM EMBI Global Diversified TR USD -0.04 4.85 7.20 Int'l/Emerging Bonds (USD)

JPM GBI EM Global Diversified TR USD 4.48 -0.83 3.86 Int'l/Emerging Bonds (Local)

HFRX Equity Hedge USD 3.41 4.07 0.10 Hybrid/Hedged Equity

DJ Industrial Average TR USD 5.88 16.36 10.41 US Equity -- Large

S&P 500 TR 5.73 15.91 9.78 US Equity -- Large

NASDAQ Composite TR USD 7.40 20.16 13.23 US Equity -- Large

Russell 1000 TR USD 5.49 15.72 9.85 US Equity -- Large

Russell Mid Cap TR USD 3.76 14.29 10.26 US Equity -- Mid-sized

Russell 2000 TR USD 2.61 13.33 9.76 US Equity -- Small

MSCI All Country World Index ex-USA NR USD 5.57 7.11 3.44 Int'l Equity -- Comprehensive

MSCI EM NR USD 8.33 5.74 3.88 Int'l Equity -- Emerging

Bloomberg Commodity TR USD 1.99 -8.52 -7.03 Commodities 

HFRX Global Hedge Fund USD 2.45 2.22 0.03 Multi-Asset Alternative Invm't

Source:  Morningstar Direct.  Data through 01/31/2018
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Outlook 
 

As we have noted in recent installments of Insights, we continue to anticipate consistent economic growth, a 
moderate rate of inflation, and a largely measured and telegraphed U.S. Federal Reserve policy, with supportive 
global growth in Europe and emerging markets.  All of these factors may contribute to largely stable market 
conditions albeit with the potential for an additional equity correction given still somewhat elevated valuations 
and low current levels of volatility.  
 

In the final week of January, U.S. and foreign stock markets declined, with broad U.S. equity indices down 4+% 
for the week. 2017 was an abnormally smooth year for U.S. equities. That can make the drawdown that began in 
January’s final week feel different or unfamiliar.  But declines in stock market indices occur periodically and can 
be healthy for the market, especially after a period of unusually low volatility.  
 

As shown in the chart below, very few years go by without the market’s correcting by at least 5%.  In fact, in only 
two years in the past 38 have experienced market corrections less than 5% (2017 and 1995). 

 

 
In fact, as noted in a New York Times article, “The S.&P. 500 did not decline by more than 2 percent on a single 
trading day in all of 2017, which helps explain why Friday’s 2.1 percent drop seemed so startling. … There were 
five such days in 2016, six in 2015 and four in 2014. In 2011, there were 21 trading days in which the S.&P. fell by 
more than 2 percent, nearly two per month.”  In other words, the low volatility and lack of a notable drawdown 
in 2017 was an anomaly. It was, in a sense, overdue. 
 
The following table on the next page, provided by the Capital Group, helpfully groups the average frequency and 
duration of downturns in the Dow Jones Industrial Average. Part of the significance of the illustrative data is that 
(a) downturns happen regularly but (b) they do not persist indefinitely.   

https://www.nytimes.com/2018/02/05/upshot/context-matters-the-stock-market-drop-is-less-scary-than-it-seems.html
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How, then, might we assess the downturn that has occurred over the last week from the end of January to the 
first week of February?  The New York Times article noted above provides what we think is a good perspective to 
maintain:  “The 7.8 percent drop in the Standard & Poor’s 500 over the last six trading days is similar in scale and 
speed to drops in January 2016 and August 2015, neither of which left lasting scars.” 
 
One of the major catalysts for the sell-off on Friday, February 2, was the continued move upward in bond 
yields.  Higher bond yields and interest rates reflect a strong economy, and their rise was prompted by reports 
of higher wage growth and solid employment data. That Friday was also the last day of Janet Yellen’s term as 
Chair of the Federal Reserve before Jerome Powell took over on Monday, and the transition may have prompted 
heightened uncertainty about Fed policy in light of this data. 
 

Bond yields are rising, but our clients' fixed income portfolios in particular are, and have been, positioned for 
this through exposure to short duration and unconstrained strategies. These approaches help to diversify not 
only the overall portfolio but also the U.S. portion of the fixed income allocation by lowering its sensitivity to 
moves in interest rates. 
 
Historically, higher interest rates have been associated with a decline in asset prices, but the turning point is 
typically not seen until the yield on the U.S. 10-year Treasury reaches 5%.  The pivotal yield point may be lower 
than that 5% average in this economic cycle, given that Janet Yellen and other former and current central 
bankers believe that the neutral interest rate in this post-global financial crisis era will be structurally lower than 
in the past. The current 10-year Treasury yield is still below 3% and so still has room to rise as growth continues.  
 
Indeed, both leading economic indicators globally and in the U.S. in particular (Manufacturing/Service PMI, 
Consumer/Business confidence) and lagging indicators (GDP, wage growth) remain robust. In our view this fact 
will likely contribute to additional economic expansion.   
 
Second, fiscal stimulus in the U.S., in the way of tax cuts and legislative reform, also may provide a modest 
economic boost and help to extend one of the longest expansions in U.S. history, which we do not see ending 
this year.   

Source: The Capital Group 

https://www.nytimes.com/2018/02/05/upshot/context-matters-the-stock-market-drop-is-less-scary-than-it-seems.html
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Third, earnings season has been very good so 
far.  About half of companies have reported 
fourth quarter 2017, and through Friday, 
February 2, 81% of S&P 500 companies have 
beat estimates, which is the highest in 7 
years.  A record 75% of U.S. companies have 
raised 2018 earnings guidance. Businesses are 
feeling good, spending more, and announcing 
more spending in the U.S. in part due to tax 
reform.   
 
What is more, as good as U.S. earnings have 
recently been, earnings per share growth in 
the U.S. is now lagging that in the rest of the 
world, as you can see in the nearby chart. 
 
In Europe, annual GDP growth in 2017 was +2.5%.  More than half of global economies are experiencing 
accelerating growth, according to data announced by the IMF. The graphic below from Barclays and Haver 
Analytics illustrates in the far right columns the synchronous growth that is expected to be reported as the 
official Q3 and Q4 data is released and revised.  There is no gray square among the major countries, and the 
chart would be similar if more emerging market countries were added. 
 

 
 

Another way to visualize our main point – that economic growth indictors remain robust – is to view the U.S. 
Weekly Leading Indicator Index, which has continued to move upwards, which you can see in the chart on the 
following page.  This upward trend line suggests that economic conditions may support additional corporate 
earnings and, as a result, potentially stock market gains.  As such, this provides additional support for the view 
that recent declines in equities are part of a normal market correction during an economic expansion rather 
than some portent of future economic recession. 
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Short term fluctuations in asset prices are typically a distraction from the big picture.  Yes, the fact that bond 
yields and interest rates are moving upwards increases uncertainty, but they are also a sign of an improving 
economy.  In recent years, market observers complained that wage growth was non-existent or sluggish at best.  
Recent employment reports confirm that an economy with essentially full employment, and now an increase in 
wages is starting to materialize.  That has both encouraged and somewhat unnerved some market participants, 
who fear that inflationary pressures may prompt more aggressive tightening policy at the Fed under the 
leadership of a new chairman, Jerome Powell.  The larger worry that markets seem to be discounting through 
recent declines is whether the Fed will enact policy changes that will choke economic growth and prematurely 
end this economic expansion. 
 
In our view, new Chair Powell will by and large continue the measured, informed, and data-dependent approach 
of previous Chair Yellen.  To the extent that recent market declines owe to concerns about Fed policy tinkering, 
we believe those concerns are premature or misplaced. 
 
Moreover, we are coming off of a year in which the majority of asset classes had very positive returns (e.g., the 
S&P 500 Index gained nearly 22%, and the MSCI Emerging Markets Index climbed more than 37%).  Pullbacks 
after such strong performance is often natural and can be healthy.  In fact, until last week’s pullback, many asset 
classes had put in year-like returns within a month.  Those markets may have gotten a little ahead of 
themselves. In our communications at the end of 2017 and in our 2018 outlook, we noted that clients should be 
prepared for increased market volatility.  The S&P 500 Index has not had a negative monthly return for 15 
consecutive months, a record and a streak that we believe is bound to change.  And that may be part of a 
normal market correction (understood as a decline of 10% or more from the most recent high). 
 
We recognize that political uncertainty looms, particularly later in February when the government faces another 
potential temporary shutdown as lawmakers and the executive branch debate the nation’s budget.  In January, 
the government shut down for 3 days, and the U.S. stock market was indifferent.  Looking back over the 
previous 18 shutdowns, the S&P 500 Index returned an average of 14.2% during the calendar year of a 
shutdown. We do not necessarily forecast that average to be realized this year. Our point is that headlines about 
another shutdown are not necessarily ominous for U.S. stocks.  If short-term patches become serialized, markets 
could begin to take notice. 
 
As always, the larger context is key to interpreting particular developments and potential occurrences.  The 
larger context at present is that economic momentum is positive globally. Inflation in the U.S. and major foreign 
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nations remains contained and healthy.  The U.S. Federal Reserve is widely expected to raise rates again at its 
next meeting in March and potentially a total of four times in 2018.  The pace of rate increases could be faster or 
slower than this, and a faster increase would pose a potential risk to both fixed income and equities, a point of 
which we believe Chair Powell and the other Fed governors are mindful. 
 
To recap, then, we do not believe that recent market declines signal a near-term end to economic expansion.  
We do believe that the pullback in equities is part of a consolidating process that occurs regularly during bull 
markets but that has not happened as typically might be expected during the last 18-24 months of strong stock 
market gains.  In this sense, a correction has been overdue.  Portfolio performance was strong in January, and in 
some ways it may have been too much too fast.  But with growth and other indicators as positive as they are, we 
do not anticipate a recession this year.  Economically, we believe that growth will continue, and, after a period 
of settling, investors will recognize that and return to stocks.   
 
So we encourage clients and friends to enjoy the Eagles’ Super Bowl victory, and to view any declines and 
market fluctuations in the positive global economic context that we have detailed above. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The information and statistics contained in this report have been obtained from sources we believe to be reliable but cannot be 
guaranteed.  Any projections, market outlooks or estimates in this letter are forward-looking statements and are based upon certain 
assumptions. Other events which were not taken into account may occur and may significantly affect the returns or performance of these 
investments.  Any projections, outlooks or assumptions should not be construed to be indicative of the actual events which will occur. 
These projections, market outlooks or estimates are subject to change without notice.  Please remember that past performance may not 
be indicative of future results.  Different types of investments involve varying degrees of risk, and there can be no assurance that the 
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future performance of any specific investment, investment strategy, or product or any non-investment related content, made reference to 
directly or indirectly in this newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for 
your portfolio or individual situation, or prove successful.  Due to various factors, including changing market conditions and/or applicable 
laws, the content may no longer be reflective of current opinions or positions.  All indexes are unmanaged and you cannot invest directly in 
an index. Index returns do not include fees or expenses. Actual client portfolio returns may vary due to the timing of portfolio inception 
and/or client-imposed restrictions or guidelines. Actual client portfolio returns would be reduced by any applicable investment advisory 
fees and other expenses incurred in the management of an advisory account. Moreover, you should not assume that any discussion or 
information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from Sage Financial 
Group. To the extent that a reader has any questions regarding the applicability above to his/her individual situation of any specific issue 
discussed, he/she is encouraged to consult with the professional advisor of his/her choosing.  Sage Financial Group is neither a law firm 
nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting advice. A copy 
of the Sage Financial Group’s current written disclosure statement discussing our advisory services and fees is available for review upon 
request. 
 
Sage Financial Group has a long track record of citations and accolades. Rankings and/or recognition by unaffiliated rating services and/or 
publications should not be construed by a client or prospective client as a guarantee that s/he will experience a certain level of results if 
Sage is engaged, or continues to be engaged, to provide investment advisory services. Nor should it be construed as a current or past 
endorsement of Sage by any of its clients. Rankings published by magazines and others generally base their selections exclusively on 
information prepared and/or submitted by the recognized advisor. For more specific information about any of these rankings, please click 
here or contact us directly.  
 
© 2018 Sage Financial Group.  Reproduction without permission is not permitted. 

https://www.sagefinancial.com/disclosures/#accolades
https://www.sagefinancial.com/disclosures/#accolades
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