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OUR MISSION 
Smith Shellnut Wilson is a registered investment adviser* specializing in managing 
investment portfolios for banks, individuals, corporations, foundations and public 
entities. Smith Shellnut Wilson offers its clients skilled investment management and 
unremitting client service. Smith Shellnut Wilson is dedicated to the premise that client 
relationships and performance, not transactions, are the ultimate goals. 
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I. Fourth-Quarter Equity 
Market Recap 

U.S. equity markets closed out 2017 in grand 
style, with the S&P 500 posting a 6.6% return 
(including reinvestment of dividends) for the 
quarter while small- and mid-cap stocks 
clocked in with total returns of 3.9% and 6.2%, 
respectively. Across styles and capitalizations, 
returns ranged from 2.0% for small value stocks 
to 7.9% for large growth stocks. By sector, 
financials, consumer discretionary stocks and 
technology shares led the way, as they had for 
most of the year. 
 
Supporting equity returns for the quarter and 
the year were three key factors: a synchronized 
pickup in global growth, strong corporate 

profitability, and ample liquidity, primarily on 
account of the Fed’s incremental tightening 
stance and the redeployment of corporate 
cash back into the market via higher 
dividends and share buybacks. Reflecting the 
near linear ascent of equity markets during 
the quarter and throughout the year, volatility 
remained extremely low and corrections, 
even of the mild variety, were nonexistent. 
 
The mantra for the fourth quarter and the 
year in the U.S. equity markets was “record 
high,” with the Dow, alone, posting 71 over 
the course of the year. Overall in 2017, the 
Dow rose nine months in a row, the longest 
streak since 1959, while the S&P 500 index 
delivered positive total returns in every 
month of the year. 

http://www.ssw1776.com/
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Yet as long and consequential as the list of 2017 
superlatives is, it is also worth looking at what 
didn’t happen - - especially if the goal is to look 
ahead to 2018. In this regard, nine issues are 
worth mentioning, according to Mohamed A. El-
Erian, chief economic adviser at Allianz SE and 
former president of Harvard Management 
Company: 
 

1. Lack of a Fed policy mistake. Confounding 
critics again, the Federal Reserve took 
important steps in normalizing monetary 
policy without disrupting markets and/or 
derailing economic growth. These actions 
included several interest-rate hikes and laying 
out a timetable for reducing the balance sheet. 
And while the Fed was helped to some extent 
by the extremely loose non-conventional 
measures that continue to be implemented by 
other central banks, particularly the Bank of 
Japan and the European Central Bank, credit is 
due to U.S. policymakers’ careful planning and 
measured policy response, including in 
skillfully nudging markets on at least two major 
occasions to price more realistically its short-
term interest rate intentions. 

2. No durable disruptions to trade. Belying the 
fears of some, the Trump administration did 
not disengage from the North American Free 
Trade Agreement, declare China a currency 
manipulator, or cancel free-trade pacts with 
countries such as South Korea. It did exit the 
Trans-Pacific Partnership negotiations, but this 
agreement was still a work in progress and had 
not had any notable impact on trade. Instead of 
disengaging from existing trade agreements, 
the U.S. nudged its partners to pursue fairer 
international trade practices, reinforcing rather 
than undermining the pro-growth policies it 
pursued elsewhere. 

3. No spike in inflation. Despite the sharp 
decline in the unemployment rate and a year of 
impressive net job creation, neither wage 

growth nor the inflation rate took a 
meaningful leg up. This lack of price pressure 
perplexed many economists, went against 
what history would predict, powered a market 
response with the notion of “Goldilocks” 
growth, and contained market concerns 
about excessive Fed policy tightening. 

4. No selloff in U.S. government bonds. The 
lack of inflationary pressure was one of the 
factors helping to explain a government bond 
market that defied expectations again. The 
persistence of low and stable yields 
reinforced the general market risk-taking 
appetite, underpinned by the notion that, 
with the Bank of Japan and the ECB remaining 
ultra-dovish, the central banking community 
would remain investors’ best friend. 

5. No dollar appreciation. After notable 
appreciation into the start of 2017 and the 
resulting cautionary statements by President 
Donald Trump about excessive currency 
strength, the dollar remained relatively weak 
for most of the year even though the Fed 
raised rates, the U.S. adopted pro-growth 
measures, the economic expansion 
broadened, and the tax bill encourages the 
repatriation of corporate profits held abroad. 
In addition to lowering trade tensions, this 
removed a headwind to U.S. growth and 
reinforced the feel-good factor concerning 
corporate profits. 

6. No bitcoin regulatory crackdown. Despite 
some worrying that the historic surge in 
bitcoin prices was a bubble that would end up 
bursting and hurt most small investors, there 
was very little regulatory backlash against a 
phenomenon that some also believe is 
empowering illegal activities. This reinforced 
a more general view that the regulatory 
pendulum has now swung solidly, heralding 
a period of general deregulation. 
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7. No contagion from Puerto Rico or 
Venezuela. Although both Puerto Rico and 
Venezuela missed contractual payments on 
their bonds, neither event created contagion 
in the municipal and emerging-market 
segments, let alone more broadly. Investors 
treated both events as isolated and as 
constituting no threat of adverse spillover. 

8. No geopolitical shock for markets. North 
Korea continued its brazen threats of nuclear 
attack throughout most of 2017, including 
on New Year’s Eve. Yet markets continued to 
ignore the risk almost all year, betting -- 
correctly -- that provocative words would 
remain just that and not translate into 
actions that would disrupt markets during 
the year. 

9. No OPEC disintegration. Despite the 
pressure earlier in the year of low oil prices, 
Qatar-related tensions within the Gulf 
Cooperation Council, and various Iran-Saudi 
proxy wars, the operational discipline of the 
OPEC cartel was not eroded. If anything, it 
strengthened during the year. That, together 
with effective cooperation with Russia and 
other non-OPEC producers, allowed oil prices 
to withstand competitive pressures from 
shale and end the year at levels not seen 

since December 2014. This gave an important 
boost to energy stocks, reversing their large 
underperformance during the first half of 2017. 

The failure of these nine threats to materialize 
contributed to 2017’s strong annual performance 
for risk assets. Together, they turbocharged a rally 
powered by improving economic prospects, strong 
corporate profitability and ample liquidity. After 
closing the books on a great year, investors now 
need to assess the durability of this unusual 
combination of things that did and did not happen. 

II. Fourth-Quarter Bond Market 
Recap 

Intermediate-term U.S. Treasury yields rose 30-40 
basis points during the fourth quarter as 30-year 
Treasury yields fell, continuing the so-called “bull 
flattening” of the yield curve seen throughout the 
year. As the Fed raised interest rates in December 
for the fifth time during this monetary tightening 
campaign, short- and intermediate-term interest 
rates rose while long-term rates fell slightly, as 
inflation and inflation expectations remain firmly 
anchored below the Fed’s 2% target. 
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The Fed funds futures market is pricing in two 
Fed hikes this year, while Fed members 
themselves anticipate three additional interest-
rate hikes in 2018. Unless there is a decided 
pickup in inflation and/or inflation 
expectations on the part of market 
participants, the yield curve will most likely 
flatten further and perhaps invert in 2018 or 
early 2019. A flat-to-inverted yield curve has, 
historically, often been a precursor of recession 
and accompanying stock market corrections, 
with a lag - - but not always. Yield-curve 
flattenings/inversions are more powerful 
predictors when the flattening/inversion 
occurs at the level of current year-over-year 
nominal GDP growth. 

With Treasury yields less than 3% across the 
maturity spectrum and with year-over-year 
nominal GDP running at a higher 4.1% growth 
level, a flat-to-inverted yield curve may not 
portend an impending recession-cum-stock-
market-correction this time around. 

Spreads to Treasuries for nearly every bond 
market sector, including corporate bonds, 
taxable and tax-exempt municipal bonds, 
mortgage-backed securities, as well as high-
yield bonds, remain at historically narrow 
levels, suggesting a richly-valued situation 
parallel to elevated valuations across equity 
markets and other asset classes. The difficulty 
is in distinguishing elevated valuations from 
overvaluations, with the former capable of 
continuing for quite some time. What is certain 
is that even in (or, perhaps, especially in) calm 
markets, de-stabilizers or shocks are always 
lurking in the background. 

 

III. The Economy 
Economic growth in 3Q17 was revised slightly 
lower in the final estimate, hitting an 
annualized rate of 3.2%, the fastest growth rate 
since 2014. However, real final sales to 

domestic purchasers (GDP less inventories and net 
exports), a more reliable guage of underlying 
domestic demand, grew only a more modest 2%. 
Consumer spending was revised down slightly to 
2.2% from 2.3% in the quarter, a solid pace despite 
likely being suppressed by the recent hurricanes. 
Equipment spending was the bright spot in the 
revision, improving to 10.8% from 10.4%, 
indicating that businesses continue to increase 
capex spending. We expect economic growth to 
remain robust in the last quarter of the year, 
supported by hurricane rebuilding, and recently-
enacted tax reform measures and anticipated fiscal 
stimulus could sustain strong growth for the first 
half of 2018 before tapering off in the second half. 

On the labor front, the unemployment rate 
continues to hover at a low 4.1% level while job 
growth remains robust, as suggested by the latest 
payroll growth reading of +146,000 and the 
cumulative 17.6 million jobs gained since the 
Great Recession ended (compared with 8.8 million 
jobs lost during the Great Recession). Longer term, 
the decline in the labor force participation rate 
from 66+% at the peak in 2007 to a current reading 
of 62.7% remains worrisome, as does the 
persistently low level of growth in real output per 
worker (productivity). 

Inflation remains low, as measured by either core 
CPI (headline CPI less the volatile food and energy 
components) or the Fed’s preferred measure, the 
core year-over-year personal-consumption 
expenditures deflator, with the latest readings of 
+1.7% and 1.5%, respectively. Some signs of future 
inflation, however, appear to be cropping up in 
producer prices, which rose 3.1% on a year-over-
year basis in November. Importantly, the Fed 
expects inflation to stabilize at their 2% target over 
the medium term, indicating that current low 
readings probably will not knock their planned rate 
hiking schedule off course. 

 
The source of the information in this commentary is SSW and 
Bloomberg Research unless otherwise noted. 
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Economic growth and the composition of GDP
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Source: BEA, NBER, J.P. Morgan Asset Management. *Chart assumes current expansion started in July 2009 and continued through December 
2017, lasting 102 months so far. Data for length of economic expansions and recessions obtained from the National Bureau of Economic Research 
(NBER). These data can be found at www.nber.org/cycles/ and reflect information through December 2017. Past performance is not a reliable 
indicator of current and future results.
Guide to the Markets – U.S. Data are as of December 31, 2017.

The length and strength of expansions

Length of economic expansions and recessions Strength of economic expansions
Cumulative real GDP growth since prior peak, percent

Prior expansion peak

— 4Q48 — 1Q80

— 2Q53 — 3Q81

— 3Q57 — 3Q90

— 2Q60 — 1Q01

— 4Q69 — 4Q07

— 4Q73

Expansions: 47 months

Recessions: 15 months

Average length (months):

102 
months*
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retired. Cyclical effect is the estimated number of people who lose their jobs and stop looking for work or do not look for work because of the 
economic conditions. Other represents the drop in labor force participation from the prior expansion peak that cannot be explained by age or cyclical 
effects. Estimates for reason of decline in labor force participation rate are made by J.P. Morgan Asset Management. Past performance is not a 
reliable indicator of current and future results.
Guide to the Markets – U.S. Data are as of December 31, 2017.

Labor market perspectives

Employment – Total private payroll
Total job gain/loss, thousands

Labor force participation rate decline since 2007 peak*
Population employed or looking for work as a % of total, ages 16+
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Guide to the Markets – U.S. Data are as of December 31, 2017.
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50-yr. avg. Nov. 2017

Headline CPI 4.1% 2.2%
Core CPI 4.0% 1.7%
Food CPI 4.1% 1.4%

Energy CPI 4.4% 9.5%

Headline PCE deflator 3.5% 1.8%

Core PCE deflator 3.5% 1.5%
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Guide to the Markets – U.S. Data are as of December 31, 2017.

Civilian unemployment rate and year-over-year wage growth for private production and non-supervisory workers
Seasonally adjusted, percent
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FOMC December 2017 forecasts 
Percent

2017 2018 2019 2020 Long
run

Change in real GDP, 4Q to 4Q 2.5 2.5 2.1 2.0 1.8

Unemployment rate, 4Q 4.1 3.9 3.9 4.0 4.6

PCE inflation, 4Q to 4Q 1.7 1.9 2.0 2.0 2.0

The Fed and interest rates

Source: FactSet, Federal Reserve, Bloomberg, J.P. Morgan Asset Management.
Market expectations are the federal funds rates priced into the fed futures market as of the date of the December 2017 FOMC meeting. 
Guide to the Markets – U.S. Data are as of December 31, 2017.

Federal funds rate expectations
FOMC and market expectations for the fed funds rate

Federal funds rate
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Yield curve
U.S. Treasury yield curve
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Source: Barclays, Bloomberg, U.S. Treasury, Standard and Poor’s, FactSet, J.P. Morgan Asset Management. Sectors shown above are provided by 
Barclays and are represented by – Broad Market: U.S. Aggregate; MBS: U.S. Aggregate Securitized - MBS; Corporate: U.S. Corporates; Municipals: 
Muni Bond 10-year; High Yield: Corporate High Yield; TIPS: Treasury Inflation Protection Securities (TIPS). Floating Rate: FRN (BBB); Convertibles: 
U.S. Convertibles Composite. Yield and return information based on bellwethers for Treasury securities. Sector yields reflect yield to worst.
Convertibles yield is based on US portion of Bloomberg Barclays Global Convertibles. Correlations are based on 10-years of monthly returns for all 
sectors. Change in bond price is calculated using both duration and convexity according to the following formula: New Price = (Price + (Price * 
-Duration * Change in Interest Rates))+(0.5 * Price * Convexity * (Change in Interest Rates)^2). Chart is for illustrative purposes only. Past 
performance is not indicative of future results. 
Guide to the Markets – U.S. Data are as of December 31, 2017.

Fixed income yields and returns

Impact of a 1% rise in interest rates
Assumes a parallel shift in the yield curve and steady spreads
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Price return

Total return

U.S. Treasuries 12/31/2017 9/30/2017 2017 Avg.
Maturity

Correlation 
to 10-year

Correlation 
to S&P 500

   2-Year 1.89% 1.47% 0.25% 2 years 0.63 -0.38

   5-Year 2.20% 1.92% 0.67% 5 0.91 -0.32

   TIPS 0.44% 0.49% 3.01% 10 0.55 0.21

   10-Year 2.40% 2.33% 2.14% 10 1.00 -0.31

   30-Year 2.74% 2.86% 9.14% 30 0.92 -0.32

Sector

   Convertibles 6.35% 5.58% 16.84% - -0.29 0.88

   Floating Rate 2.05% 1.96% 3.15% 3.2 -0.20 0.38

   High Yield 5.72% 5.45% 7.50% 6.3 -0.23 0.72

   MBS 2.91% 2.81% 2.47% 6.8 0.80 -0.12

   Broad Market 2.71% 2.55% 3.54% 8.3 0.85 0.04

   Municipals 2.26% 2.15% 5.83% 10.0 0.47 0.00

   Corporates 3.25% 3.16% 6.42% 11.0 0.45 0.35

Yield Return
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Source: FactSet, FRB, Thomson Reuters, Robert Shiller, Standard & Poor’s, J.P. Morgan Asset Management. 
Price to earnings is price divided by consensus analyst estimates of earnings per share for the next 12 months as provided by IBES since December 
1989, and FactSet for December 31, 2017. Average P/E and standard deviations are calculated using 25 years of FactSet history. Shiller’s P/E uses 
trailing 10-years of inflation-adjusted earnings as reported by companies. Dividend yield is calculated as the next 12-month consensus dividend 
divided by most recent price. Price to book ratio is the price divided by book value per share. Price to cash flow is price divided by NTM cash flow. EY 
minus Baa yield is the forward earnings yield (consensus analyst estimates of EPS over the next 12 months divided by price) minus the Moody’s Baa 
seasoned corporate bond yield. Std. dev. over-/under-valued is calculated using the average and standard deviation over 25 years for each measure. 
*P/CF is a 20-year average due to cash flow data availability.
Guide to the Markets – U.S. Data are as of December 31, 2017.

S&P 500 Index: Forward P/E ratio
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Current: 
18.2x

Valuation 
measure Description Latest

25-year 
avg.*

Std. dev. 
Over-/under-

Valued

P/E Forward P/E 18.2x 16.0x 0.7

CAPE Shiller’s P/E 32.4 26.4 1.0

Div. Yield Dividend yield 2.0% 2.0% 0.1

P/B Price to book 3.1 2.9 0.2

P/CF Price to cash flow 12.8 10.7 1.1

EY Spread EY minus Baa yield 1.3% -0.2% -0.8

25-year average: 16.0x

+1 Std. dev.: 19.2x

-1 Std. dev.: 12.8x

0.0
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Source: FactSet, MSCI, Standard & Poor’s, J.P. Morgan Asset Management.
All return values are MSCI Gross Index (official) data and are in U.S. dollars. Volatility values are also based on U.S. dollar returns and are calculated 
based on the annualized quarterly standard deviation. 15-year return and volatility figures are calculated for the time period 12/31/02-12/31/17. Chart 
is for illustrative purposes only. Please see disclosure page for index definitions. Countries included in global correlations include Argentina, South 
Africa, Japan, UK, Canada, France, Germany, Italy, Australia, Austria, Brazil, China, Colombia, Denmark, Finland, Hong Kong, India, Malaysia, 
Mexico, Netherlands, New Zealand, Peru, Philippines, Portugal, Korea, Spain, Taiwan, Thailand, Turkey, United States. Past performance is not a 
reliable indicator of current and future results.
Guide to the Markets – U.S. Data are as of December 31, 2017.

Global equity markets

Weights in MSCI All Country World Index
% global market capitalization, float adjusted

Global equity market correlations
Rolling 1-year correlations, 30 countries

United 
States
52%

Europe 
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15%
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markets
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Canada 3%
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0.28
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Sep. 2009:
0.77

Country / Region 2017 2016
15-year 

ann.

15-year 
realized 
volatility

Regions / Broad Indexes
AC World ex-U.S. 27.8 5.0 9.2 18.9

U.S. (S&P 500) 21.8 12.0 9.9 14.5

EAFE 25.6 1.5 8.6 18.4

Europe ex-UK 27.8 0.3 9.4 21.2

Emerging markets 37.8 11.6 12.7 23.0

MSCI: Selected Countries
United Kingdom 22.4 0.0 7.1 18.5

France 29.9 6.0 8.8 21.7

Germany 28.5 3.5 11.5 25.1

Japan 24.4 2.7 7.2 17.4

China 54.3 1.1 16.2 27.2

India 38.8 -1.4 14.9 30.8

Brazil 24.5 66.7 15.8 34.9

Russia 6.1 55.9 8.8 37.3

Returns
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