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Equity markets extended their ascent into early 2018 with equity indices reaching a record high 
on January 26, only to quickly reverse course with a sharp decline in February with continued 
weakness into March with the S&P down -.80%. A significant streak was broken as the S&P 500 
climbed higher for nine consecutive quarters leading into Q1 2018. Real estate investment trusts 
ended down -6.8%. Most international equity markets also ended lower for the quarter following 
a strong start in January losing -1.4%. For fixed income, rising interest rates led the Bloomberg 
Barclays Aggregate Bond Index to end the quarter down approx. -1.5%. The US corporate bond 
index was down -2.3%. The yield curve continues to flatten and we will closely monitor whether 
inflation expectations begin to affect the longer end of the yield curve.  
 
During the quarter, investor sentiment shifted from one of complacency to one of uncertainty. 
Despite various headwinds on everyone’s radar – inflation, interest rates, trade policy disruption 
and political instability – the equity markets are actually quite healthy. Earnings expectations 
continue to rise, and the global economy continues to strengthen, providing support for markets 
to move higher.  
Nevertheless, volatility is likely to reoccur throughout the year as investors awake from the 
peaceful slumber of 2017. Equity markets are naturally volatile and we expect more turbulent 
times ahead. Now is not the time to be complacent.  
 
MARKET OVERVIEW  
More important than what caused the correction is what did not cause it. It was not a situation 
where the market saw a deterioration in either the global synchronized economic expansion or in 
the strong corporate earnings data that has supported this secular bull market over the last few 
years. We believe the February correction was more of a trading event, not the kind of 
recessionary or systemic breakdown that has generally caused more significant declines in 
market history. In fact, what happened in early February was not abnormal; the preceding 15 
months of persistent upside were abnormal. Since 1932, the S&P 500 experienced on average a 
10% correction about every two years, and it had been almost exactly two years since the index’s 
last such correction back in February 2016. Right on schedule.   
 
While one would expect bonds to rally during a market downturn, investment-grade bond prices 
slowly declined throughout the quarter as interest rate pressures prevailed. We should not be 
surprised that bond prices are falling as interest rates have been on the rise since the end of 
2015, and we have yet to see longer-term yields rise much. This can be problematic as the 
Federal Reserve (Fed) is expected to continue raising short-term rates this year, potentially 
causing further flattening of the yield curve. A flattening yield curve has traditionally been viewed 
as an indicator of negative market sentiment toward long-term growth of the economy.  
 
A LOOK AHEAD: EPISODIC VOLATILITY  
Now the question becomes whether we should expect more volatility to occur throughout the rest 
of 2018. It would, of course, be great if stocks returned to their straight climb with very little 
downside. However, to reiterate, movement like that has historically been much more of an 
exception than the rule. The odds favor further bouts of the ‘episodic volatility’ that can arise 
whenever the market begins to worry about something, though we continue to believe these 
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should be viewed as opportunities within an ongoing secular bull market rather than a reason for 
significant concern. We still do not see the signs that have preceded the major bear markets in 
history and, until we do, we will continue to give the benefit of the doubt to the bulls.  
 
 
OVERALL STRATEGY  
Key Takeaway: Growth appears solid despite market jitters. U.S. earnings are outpacing 
international peers. U.S. earnings are now growing noticeably faster than either of their 
international developed or emerging market counterparts and we expect to see markets price this 
in in over the medium term. We are focused on domestic growth themes, which have been 
rewarded recently.  
 
The strong labor market may keep Fed policymakers on edge. Counter to policymakers’ intuition, 
low levels of unemployment have yet to produce outsized wage gains this cycle. We worry about 
the potential for an overreaction by the Federal Reserve should inflation rise or unemployment 
fall further.  
 
PORTFOLIO ASSET ALLOCATION   
•  We continue to prefer equity to fixed income and we maintain the 30% allocation to equities 
emphasizing US equities. This move is driven by a strong pickup in earnings growth. We continue 
to prefer technology, health care, industrials and financials.  
•   We are maintaining exposure to international developed equities and for emerging market 
equities. Emerging market economies are at a much earlier stage of expansion, and currently 
exhibit attractive valuations as well as solid corporate fundamentals.  
•   For fixed Income, we remain cautious on duration maintain a more defensive stance on credit 
across the portfolios. Although spreads have widened, some of the move likely reflects an 
increase in the risk of defaults.  
•   Within our alternatives strategy, we increased diversification and reduced volatility by spreading 
the allocation over the existing managed futures manager along with 3 merger arbitrage funds to 
take advantage of the corporate cash windfall caused by the reduction in taxes.   
  
Each review allows investors and managers the opportunity to review their needs; concerns and 
requirements from their portfolios. As advisors, we will continue to monitor your portfolio 
constantly with the intent to maximize the value as professional stewards for you. 
 
Jim Hiles, Partner 
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