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2017 Year-End Review and Forecast 
 
 
The Year in Review 
 
2017 was characterized by very low volatility and steady, substantial, gains in equity 
markets globally. The US Dollar fell versus most other currencies even as interest rates in 
the USA began to rise. This increase in short-term interest rates did not translate to long-
term rates, and so the yield curve flattened over the course of 2017. 
 
Most of our projections for this year proved correct. About this time last year, I wrote that I 
expected European equity markets to outperform US markets and growth stocks to 
outperform value stocks in 2017, and indeed that was the case. I was uncertain about 
emerging markets in view of the new inward-looking US economic policy, however it turned 
out that these markets were the best-performing stock markets in 2017. 
 
The chart below shows the performance of various types of markets over the course of 
2017. Here is a key to what each curve represents: 

SPY: US Stocks (S&P500 index)  
EFA: Non-US Developed Market Stocks (MSCI EAFE index) 
EEM: Emerging Market Stocks (MSCI Emerging Market index) 
DJP: Commodities (Dow Jones – AIG Commodity index) 
GLD: Gold 
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The chart above shows that emerging markets, as a group, were up about 30% and non-US 
developed markets, were up just over 20% in US Dollar terms, while US markets were up a 
bit less than 20%. What is remarkable is that there really weren’t any major pullbacks in 
stock markets over the course of the year. There is an investment performance measure 
called the Sharpe ratio, which is the ratio of investment returns divided by volatility of those 
returns and the Sharpe ratio for the US stock market last year was the second highest since 
the ratio was “invented” by William Sharpe in 1966. 
 
Other asset classes didn’t do as well, although it is difficult to find a broad asset class that 
ended negative for the year. Gold was up 10%, commodities as a group didn’t do too well, 
about flat for the year, and short to intermediate US bonds were also about flat for the year. 
 
The chart below shows the performance of various bond markets over the course of 2017. 
Here is a key to what each curve represents: 

AGG: US investment-grade bonds 
CSJ: US Short-term bonds 
WIP: Non-US inflation-indexed bonds 
TIP: US inflation-indexed bonds 
TLT: US long-term Treasury bonds 

 
 

 
 

 
 
The outperformance of long-term bonds versus short-term surprised me – I expected that 
as interest rates in the USA rose, long-term bonds would suffer more than short-term. This 
was not the case because in fact long-term interest rates did not rise last year, they fell a 
bit even as short-term rates were increase by the Federal Reserve. 
 
The chart below shows the Treasury yield curve at the beginning of 2017 and at the 
beginning of 2018. Short-term rates increased from 0.5% to 1.25% over this time period 
but the 30-year rate decreased from 3% to 2.75%, which led to a flattening of the yield 
curve. As short-term rates continue to rise in the USA this year, perhaps to 2%, we might 
see further flattening. It is possible to even have an inverted yield curve, where long-term 
rates are lower than short-term - this is thought by many in the industry to be an indicator 
of an up-coming recession. It is unlikely that we will see an inverted yield curve this year. 
 



This newsletter and any recommendation with respect to a particular investment or investment strategy is intended only for 
informational purposes and should not be construed as investment advice. IAM uses a variety of investment techniques and 
strategies not necessarily discussed here and gives investment advice only after a thorough review of a client’s specific situation. 

__________________________________________________________________________________________________ 
Portfolio Management        ●        Financial Planning        ●        Expatriate Financial Consulting 

 
 
 
The charts on the previous page highlight the outperformance of non-US markets, both 
stocks and bonds, vs. US markets in 2017. This outperformance was to a large part due to 
the broad decrease of the US Dollar versus other currencies, as can be seen in the chart 
below. Here is a key to what each curve represents: 

USDEUR: USD vs. Euro 
USDGBP: USD vs. British Pound 
USDJPY: USD vs. Japanese Yen 
USDCNY: USD vs. Chinese Yuan 

 

 
 

 
 
Interestingly, despite broadly better economic performance indicators in the USA than 
Europe, the continuing debates over Brexit, and increasing interest rates in the USA, the US 
Dollar fell 13% vs. the Euro and 9% vs. the British Pound in 2017. 
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It is surprising (to me at least) that the US Dollar is weakening even as interest rates rise 
faster in the USA than Europe or the UK. Usually rising interest rates attract global money 
flows and help support a currency. Having said that, during calm times in investment 
markets the US Dollar does tend to decrease in value as investors seek to diversify their 
portfolios and take on more investment volatility in non-US markets – so perhaps this is the 
driver of the weakening USD. 
 
Another projection I made at the beginning of 2017 was that growth would outperform 
value in equity markets – and indeed that was the case, as can be seen by the chart below. 
Here is a key to what each curve represents: 

SPY: US Stocks (S&P500 index) 
IJR: US small-cap stocks 
IUSV: US value stocks 
IUSG: US growth stocks 

 
 

 
 

 
Growth stocks were up 25%, while Value stocks were up only 12%. Interestingly, small-cap 
stocks underperformed the broad US market and were also up only about 12%. This is 
somewhat surprising because small-cap stocks tend to be more volatile and rise more in 
good times and fall harder in bad times. 
 
Growth stocks are companies that tend to pay little or no dividends and whose revenues 
and earnings are growing at a relatively fast pace as they re-invest money in their 
businesses. Many technology companies fall into this category, and indeed the top holdings 
in this index are Apple, Microsoft, Facebook, Amazon, and Google. Value stocks tend to be 
slower-growth companies with less volatile earnings that pay higher dividends; JP Morgan, 
Wells-Fargo, Exxon, AT&T, and Johnson & Johnson are top representatives in this value 
index. 
 
So while the broad indices did well in 2017, it was still possible to do poorly just by being in 
the wrong investments. As an example, General Electric, which is a company that many US 
investors and mutual funds hold in their portfolios, fell 45%, underperforming the S&P 500 
index by over 60% in 2017. 
 
Many investors also hold bond funds in their portfolios, either because they have a 
conservative investment outlook or to have a steady income stream, or for diversification 
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purposes. However, the risk to bond funds when interest rates rise can be substantial, and 
in today’s low-yield environment, one should consider whether a 2% or 3% yield is worth 
the interest rate risk, especially for long-term bonds if long-term rates rise. 
 
The chart below shows a US investment-grade bond fund (AGG) vs. various other income-
producing investments that we use in our portfolios. The other investments are real estate 
investment trusts, preferred shares, business development corporations, and infrastructure 
funds, all of which pay between 6% and 11% in annual dividends. 
 

 
 

 
The share prices in the chart do not include dividends and so even the worst performing of 
these last year, HTGC, did about as well as the bond fund after it’s 10% annual dividend is 
considered. Clearly all of these other investments are more volatile than the bond fund, but 
this volatility cancels out to some extent in a diversified portfolio and many of these 
investments may be less interest-rate sensitive than bond funds while providing a 
substantially higher yield. 
 
 
Looking Ahead 
 
I think, barring any major calamities, that we should have another decent year in 
investment markets, with equity markets leading the way. I wouldn’t expect the kind of 
gains we had in 2017, since those were exceptional, but it seems economic growth in most 
parts of the world is solid, leading indicators in the USA and Europe continued to be 
positive, and inflation is at healthy levels. 
 
I wouldn’t be surprised to see rotation out of some of the stocks that have done so very well 
the last few years and perhaps into energy or other commodity stocks that have relatively 
underperformed. Oil prices have been strengthening since mid-2017 and this hasn’t been 
fully reflected in oil-related companies. Other commodity prices have also recently 
strengthened and so stock prices of related companies might play catch-up this year. 
 
The recently passed US tax bill should boost dividend buybacks at companies that re-patriot 
funds to the USA but I’m not sure that it will have a positive effect on these same 
companies’ earnings because, while the tax bill substantially lowers the corporate tax rate, 
it also makes it more difficult to take advantage of low-tax jurisdictions, something these 
companies have been doing for years. I do think the tax bill should help smaller companies 
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and therefore I wouldn’t be surprised to see US small-cap stocks outperform large-cap this 
year. 
 
I don’t expect the US Dollar to weaken as dramatically as it did in 2017 but given relative 
valuations I would still expect non-US stocks to outperform US. 
 
I continue to be negative on bonds and especially bond funds, as it seems inevitable that 
interest rates in the USA and maybe even Europe will increase. Probably we will see a 
continued flattening of the yield curve but given the low yields even on longer-dated 
conservative bonds, they don’t seem like a good risk these days compared to other income-
producing investments.  
 
Once again, I think investment selection will be important this year, not only in terms of 
stock picking but also in terms of asset allocation. 
 
 
Until next quarter, 
 
 

 
 
 
Tom Zachystal, CFA, CFP© 
President 
Individual Asset Management, Inc. 


