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tarting with the global economy, nearly everything seemed to go right last year.  In the U.S., our long running 
sluggish expansion gave indications of picking up steam.  Adding to the macroeconomic mojo, the rest of the 
world is finally showing signs growth instead of stagnation.  And, even though the pace of growth increased, 
inflation remained surprisingly tame.  (Economic theory tells us that the combination of increased activity 

and easy money should lead to a rise in the general price level.  But, so far, it just hasn’t happened.)  The low inflation 
expectations allowed global central banks to keep monetary policy accommodative, even as they slowly work towards 
a more restrictive stance. (The Fed increased rates three times in 2017 and also started winding down its balance 
sheet.)  Synchronized global growth and low inflation is a very equity-friendly environment and great for stock prices.  
For the S&P 500, 2017 was a year for the record books.  The total return for the Index was positive for the ninth con-
secutive year.  And, for the first time ever, the Index was positive on a total return basis for 12 consecutive calendar 
months.  Volatility was also extremely low.  As of this writing, the S&P 500 has not had a 3% correction since the 
2016 election.  In retrospect, it’s hard to imagine a better or less stressful year in the stock market.  Non-U.S. equities, 
especially emerging markets, also provided strong returns, in many cases outpacing the United States.  Other risk as-
sets, such as fixed income credit sectors, experienced solid returns as well.  In the Treasury market, the 10-year yield 
started 2017 at 2.44%, fell sharply during the Fall, but rebounded and closed the year just a touch lower than where it 
began.  Anticipating more aggressive monetary policy, the 2-year Treasury rate climbed steadily for most of the year.  
Consequently, with short rates rising and long rates staying the same, the yield curve flattened considerably.  A flat 
yield curve is often considered a warning sign of a looming recession.  However, I’m not sure a flat yield curve por-
tends disaster in a world of unusual monetary policy.  I would expect the curve to steepen as rates for the longer ma-

turities rise in conjunction with the end of quantitative easing 
programs. 
 

So, how long can this euphoria in the equity market last?  
The better question might be what, if anything, can stop its 
ascent? According to Barron’s, the consensus view of the 
analyst community is for a 7% increase on the S&P 500 for 
2018.  Interestingly, that’s quite a bit less than the 20% earn-
ings increase that S&P anticipates.  Given that U.S. valuation 
levels are certainly in the stratosphere, that should help make 
market prices more reasonable.  (From the 2007 market peak, 
S&P earnings have increased much less (51%) than the index 
price (125%).)   Bull markets don’t die of old age or over-
valuation.  Something negative, like a policy mistake or an 
unanticipated inflationary spike, is usually the catalyst for a 
downturn.  Objectively, looking at 2018, serious negative 
factors seem to be absent.  Equity fundamentals are very 
good and provide support for continuation of the current nar-
rative.  Earnings season is starting and the estimates seem to 
justify the optimism.  My concern is that the earnings out-
look needs to be excellent to justify the current price level.  
While disappointing earnings would certainly put a dent in 
the current optimistic narrative, I think the biggest risk is an 
unexpected pick-up in inflation.  Valuation is directly re-
lated to inflation.  The more of it we have, the less investors 
are willing to pay for a future stream of earnings.  
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4th Quarter Summary 
 

Total Return % 

 3 month 12 months 

S&P 500 +6.6% +21.8% 

Nasdaq Composite +6.3% +28.2% 

Russell 2000 +3.3% +14.6% 

MSCI EAFE +4.3% +25.6% 

Barclays High Yield +0.5% +7.5% 

Treasury Bond Rates 12/29/17 12/30/16 

2 year 1.89% +1.20% 

10 year +2.40% +2.45% 

Barclays U.S. Aggregate +0.4% +3.5% 

MSCI Emerging Markets +7.5% +37.8% 

(Source: US Treasury, LPL Financial Research)  Indices cannot 
be invested into directly. Past results are no guarantee of future 
performance 
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For more than 35 years, sovereign bonds like US Treasuries and German Bunds have delivered outstanding returns. 
Thanks to declining inflation, bond yields have fallen steadily.  And when yields fall, bond prices go up, especially for 
longer maturities. Anyone who started investing after 1981 has never experienced a bear market in Treasuries.  That 
means the vast majority of today’s investors have only seen bond prices go up as interest rates fall.  The secular decline 
in bond yields has been one of the most definable trends in financial markets, and also one of the most important.  As we 
know, US Treasury yields are the bellwether for global interest rates.  Almost every market and asset class in the world 
is affected by them.  From a starting point over 15% in 1982 to the current level of about 2.5%, it’s been a world of al-
most uniformly great news for bond investors.  Now, the fear is that the party is over and a secular bond bear market, 
with rapidly rising interest rates, is almost upon us.  And, it’s not an irrational fear given the end of quantitative easing 
(QE) programs.  By purchasing a huge amount of sovereign bonds, global central banks have artificially suppressed 
bond yields over the past decade.  (Globally, the amount of sovereign bonds trading with a negative yield is staggering.)  
Thanks to QE by the major central banks, demand for sovereign bonds has exceeded issuance.  Rates go down when the 
demand for bonds exceeds the available supply.  With the Fed now reducing the size of its balance sheet by $30 billion 
per month, and the European Central Bank scaling back bond purchases by $20 billion per month, this dynamic is about 
to radically change.  According to Jeffery Gundlach, there will be a shift from a $250 billion net demand in 2017, to a 
$550 billion net supply in 2018.  Compared to 2017, that’s an additional $800 billion in sovereign bonds in need of a 
buyer.  Elementary economic theory tells us that the result should be higher bond yields.  Central banks stepping off the 
gas is not the only trend that is going to contribute to a glut of supply in the bond market.  We also have higher budget 
deficits to consider.  Increases in mandatory Federal spending are baked in the cake.  According to the Congressional 
Research Service, mandatory Federal spending is set to increase $1.56 trillion by 2026.  (It’s hard to get your head 
around the enormity, but a trillion has 12 zeros.)  To pay for this additional spending, more bonds will be issued.  So, we 
have huge price insensitive buyers (central banks) dropping out of the market at the same time that sovereigns will be 
issuing more bonds to pay for increased spending.  This potential supply/demand imbalance is the most compelling rea-
son for the end of the secular bond bull market.  And, there is a another factor that has been receiving less attention. For 
almost two years, break-even inflation rates, as derived from inflation linked securities, have been rising in both Ger-
many and the U.S. The increases have been moderate, but fairly steady.  Add increasing inflation expectations to a sup-
ply/demand imbalance and I have very little doubt that the future trend for rates is up. 
 

The question of major interest to investors is, how far up and are we in a cyclical bear market for bonds?  In mid-
January, the yield on the 10-year Treasury note was 
around 2.6%. That is almost double the low of 1.36% 
shortly after the Brexit referendum in 2016.  However, 
given that the bond market’s Brexit reaction bordered 
on silly, it’s hard to draw any firm conclusions from 
this adjustment to an overreaction.  Ignoring the ra-
tionale, it’s still only an increase of a little more than 
1% to a level that is just not very high.  My conclusion 
is that, so far, the recent rise in bond yields hasn't 
changed anything very much.  Interest rate surges are 
nothing new.  We’ve seen numerous cyclical spasms 
over the past 35 years that amounted to nothing.  My 
feeling is that as central banks leave the market, they will most likely be replaced by more price sensitive large buyers 
like banks, pension plans and insurance companies.  Absent a geopolitical or market panic, I don’t see how rates can do 
anything but go up.  That said, even expecting rising rates, I just don’t see anything as bad as the return of the 1980’s 
bond market calamity unless inflation takes off. 
 

The End of a 35-year Secular Bull Market? 

 

Source: DB Research 
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Things That Probably Only Brad Cares About I Actually Read it Somewhere 

Bob Farrell  
“When all the experts and forecasts agree, something else 
is going to happen.”  
  

By the Numbers 11/13/17 
China’s economy is the 2nd largest in the world behind the 
United States, but China’s “GDP per person” is only 
$9,377 while the USA’s “GDP per person” is $61,687 
 

By the Numbers 1/2/18 
The national debt of the United States was $20.493 trillion 
as of Thursday 12/28/17, an increase of $11.4 trillion 
(from $9.121 trillion) since 12/28/07 
 

By the Numbers12/18/17 
Only 36% of all jobs in the United States require educa-
tion beyond high school, i.e., 64% of American jobs re-
quire a high school diploma or less. 27% of jobs do not 
require any formal educational credential 
 

By the Numbers 1/16/18 
43% of the Fortune 500 companies in 2017 (The 500 larg-
est US companies as measured by annual revenues) were 
founded or co‐founded by either an immigrant to the 
United States or by the child of an immigrant. 
 

Jared Dillian 
At the top of the cycle, there are always people who look 
down on the working stiffs, the ants. Actually, it seems 
like the loudest voices in finance these days are people 
who tell you to be long the index, Amazon, etc-unhedged. 
I don’t think we should be denigrating people who think 
it’s prudent to wear a seat belt. 
 

Steven Mnuchin 
“So when you’re cutting taxes across the board, it’s very 
hard not to give tax cuts to the wealthy with tax cuts to the 
middle class. The math, given how much you are collect-
ing, is just hard to do.” 
 

Peter Zeihan 
“Because if the Mexican political system evolves the way 
it looks like it might, and if we get a President Obrador, 
we get somebody with a view of foreigners like Trump, 
with a blind ideology like Ted Cruz, with the shrillness of 
Elizabeth Warren, with the corruption of Hillary Clinton, 
and the pathological unwillingness to do math of Bernie 
Sanders --all in one person. If that becomes Trump's part-
ner on the other side of the border, you can imagine how 
horrible relations are going to get.” 

Around the house, the Little Princess and I agree on most 
things.  However, music has become a contentious issue.  
Over time, we’ve developed radically different tastes.  And,  
since she is a music Nazi that insists on blasting her current 
favorite obsessively, that has had an unfortunately deleteri-
ous effect on my tranquility.  Many years ago we liked the 
same things.  Our tastes evolved from Steely Dan, to the 
Clash and X and then to the Talking Heads and Concrete 
Blond. There was even a little Waylon Jennings in the mix.  
Maybe the bloom was off the romance, but I couldn’t fol-
low as her tastes devolved into Neko Case and the Gerald-
ine Fibbers.  (It got so bad with “the Fibbers” that I swore 
to send the CD winging down the street like a Frisbee the 
next time I heard it in the house.)  Now it’s even worse as 
whiney Wilco and the Avett Brothers with their “sensitive” 
lyrics are constantly blaring.  Frankly, not that it seems to 
matter, but it gets on my nerves.  It’s the aural equivalent of 
a sharp pebble in my shoe.  Our discord is interesting, be-
cause I’ve always considered my musical tastes to be catho-
lic in the all encompassing sense of the word.  However, it 
must not be true since, in addition to everything Maureen 
has played for the past 10 years, I loath dinosaur rock and 
never really got into jazz, techno or pop. (Sorry Theresa, I 
lied about liking Cher.)  I enjoy classical music, but other 
than compositions like Handel’s Messiah and Beethoven's 
9th, it gets a little boring.  Admittedly, there is a soothing 
aspect, particularly the Baroque, but it doesn’t really hold 
my attention for long.  On the other hand, I love opera and 
play it at home and work all the time.  The more florid and 
bombastic the better!  Although,  I don’t really enjoy sitting 
through a live performance.  There’s a reason why opera is 
known as the most difficult art form. It is “difficult” to sit 
through a 3-hour performance.  However, I do remember a 
particular Long Beach Opera production of Hopper’s Wife 
with the attractive female star performing most of the first 
act in the nude.  I wouldn’t mind seeing that one again!  In 
addition to opera, I also like really old school country, par-
ticularly if it has a religious or unrequited love theme.  My 
favorites are Kitty Wells’ “Dust on the Bible”, George 
Jones’ “He Stopped Loving Her Today” and two Bobby 
Bare classics “Dropkick Me Jesus” and “Son of Hickory 
Hollow’s Tramp”.  (Daddy runs off with another woman.  
Poor Momma, who after bearing 14 children must be feel-
ing like she’s been ridden hard and put up wet, resorts to 
prostitution in their small town to support the family.  She 
eventually dies and the kids put a bouquet of 14 roses on 

(Continued on page 4) 



Past performance does not guarantee future performance and your actual results will vary. These opinions are for general information only and 
are not intended to provide specific advice or recommendations for any individual. Consult your attorney, accountant, or tax advisor with regard 
to your individual situation. The S&P 500 is an unmanaged indexes reflecting the overall returns attained by leading US stocks. The MSCI EAFE 
is comprised of large company stocks in established foreign markets.  The MSCI EM (Emerging Markets) Index is a free float-adjusted market 
capitalization weighted index that is designed to measure the equity market performance of the emerging market countries of the Americas, 
Europe, the Middle East, Africa and Asia. Govt bonds and T-Bills are guaranteed by the US government as to the timely payment of principal & 
interest and, if held to maturity, offer a fixed rate of return a& principal value. The Barclay’s  bond indexes are representative of total returns 
earned by various segments of the bond market.  Indexes cannot be invested into directly & are unmanaged.  International and emerging market 
investing carries special risks such as currency fluctuation and political instability.  The Russell 2000 Index is an unmanaged index generally 
representative of the 2000 smallest companies in the Russell 3000 index, which represents approximately 10% of the total capitalization of the 
Russell3000 Index. The Barclays  High-Yield Market Index captures the performance of below-investment-grade debt issued by corporations 
domiciled in the United States or Canada. Stock investing involves risk including loss of principal. Bonds are subject to market and  Interest rate 
risk if sold prior to maturity. Bond values and yields will decline as interest rates rise and bonds are subject to  availability and change in price.  
Economic forecasts set forth may not develop as predicted and there can be no guarantee that strategies promoted will be successful. No strategy 
assures success or protection against loss. The NASDAQ Composite Index measures all NASDAQ domestic and non-U.S. based common stocks 
listed on the NASDAQ Stock Market. The market value, the last sale price multiplied by total shares outstanding, is calculated throughout the 
trading day, and is related to the total value of the Index.   
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We’re moving in March.  Same building but new suite.  The new 
address is 301 E Ocean Blvd. #1150, Long Beach CA 90802 
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situation  or investment objectives  

her grave every Sunday addressed to “The World’s 
Greatest Mom”. That’s even better than everybody 
accidently drinking poison in the opera!)  So, I’m 
attracted to certain types of country music because of 
the stories.  In the same vein, I also like some rap.  I 
think of NWA as a modern Mickey Spillane with 
more profanity but less violence.  Admittedly, my 
taste in rap is pretty limited.  I can’t get into some of 
the current critical favs like Kendrick Lamar, Kanye 
West or Tribe Called Quest.  My leanings run to the 
less refined and certainly less political.  The truth is 
that, even though I’m a grown-up on many levels, my 
musical tastes probably haven’t advanced much be-
yond that of a callow teenager.  I know rap can be 
offensive, violent and misogynistic, and even though 
I hope that I’m none of those things, I still like it.  
There’s just something about the profane, anarchic 
and nihilistic spirit that strikes a chord with my inner 
rebellious teenager.  Rap can be extremely territorial, 
but I’m neutral and enjoy both the East and West 
coast genres.  My absolute favorite is any Nate Dogg 
and Eminem collaboration.  Eminem is a negative for 
many people, but together they are always melodic 
with clever, albeit obscene and politically incorrect, 
lyrics.  Regarding some of my other favorites, there’s 
never been a more viciously adept putdown than Ice 
Cube’s “No Vaseline”, a more hate-filled screed than 
2Pac’s “Hit ‘Em Up” or a more cleverly funny eva-
sion than Shaggy’s “It wasn’t Me”.  The problem is 
that, in my world, people can be narrow-minded. It’s 
hard to believe the flak I get about listening to rap 
music.  Of course, it’s from the same people who 
believe Jim Morrison is singing “LA Woman” to 
Saint Peter in heaven.  In my opinion, all things con-
sidered, rap gets a bad rap from most of my peers. 
It’s not all blood and guts and bad language.  It can 
also be very romantic.  The Little Princess gets misty
-eyed every time I quote her the refrain from Jay Z’s 
“99 Problems”.   And, I will go to my grave con-
vinced that Biggie’s “Me & My  B(xxxx)” is the per-
fect wedding song. 


