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MARKET REVIEW
Third Quarter 2017

Stock market returns
The 3rd quarter ended with a roar with global equities (stocks) posting quarterly returns of 4-8%. International & Emerging Market stocks 
outperformed US stocks by posting returns of 6-8% and US stocks had a healthy gain of 4%. For the year US stocks as measured by the 
Russell 3000, which captures large and small companies is up almost 14%. International and Emerging large stocks are up approximately 
19% and 27%.  In summary, it has been a very good 9 months for global stocks. 

Interest rates and Inflation
Interest rates remained low along with inflation. Even with 2 rate hikes since the beginning of the year, the 10-year US bond has remained 
flat going from 2.45% at year-end to 2.33% as of 9/29/17.  Short-term treasury bills have gone from .44% to .96% during the last 9 months. 
The consensus is on the side of at least one more rate hike of .25% before year-end. In summary, investors will need a number of ¼ percent 
rate hikes before we see interest rates prior to the 2008 economic collapse. 

Economic Activity
The US economy was strong with a revised 2Q growth rate of 3.1% as measured by GDP. It is the strongest growth rate since the first three 
months of 2015.  Increases in consumer spending and in nonresidential fixed investment were larger than previously estimated, offsetting 
a drag from government expenditure and investment. Housing prices locally and across most sections of the country are strong with hot 
spots on the West Coast.  

Take Away
Past economic growth, interest rate changes and market returns are not leading indicators or valuable insight to the direction of future 
returns. Rather, it is strictly rear view mirror information. Unfortunately, there is no reliable SHORT-TERM indicator to predict market 
movements. This is why we continue to remind clients the investment decisions we make on your behalf are with a 7-10 year look forward. 
Over the last 90 years US stocks have averaged 10%, however, 30% of the time stocks are negative for a 12-month period. In summary, 
as unexciting as the reminder that patience and a long-term approach is fruitful, we need to be careful not to find ourselves looking at 
enticing yet unsuccessful short-term ideas. Timed tested strategy and process wins over ideas in investing.
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MARKET SUMMARY
Index Returns

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio. 
Market segment (index representation) as follows: US Stock Market (Russell 3000 Index), International Developed Stocks (MSCI World ex USA Index [net div.]), Emerging Markets (MSCI Emerging Markets Index [net div.]), Global Real Estate (S&P Global 
REIT Index [net div.]), US Bond Market (Bloomberg Barclays US Aggregate Bond Index), and Global Bond ex US Market (Citi WGBI ex USA 1−30 Years [Hedged to USD]). The S&P data are provided by Standard & Poor’s Index Services Group. Frank 
Russell Company is the source and owner of the trademarks, service marks, and copyrights related to the Russell Indexes. MSCI data © MSCI 2017, all rights reserved. Bloomberg Barclays data provided by Bloomberg. Citi fixed income indices copyright 
2017 by Citigroup.
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Q3 2017 STOCKS BONDS

4.57% 5.62% 7.89% 1.13% 0.85% 0.70%

Since Jan. 2001

Avg. Quarterly Return 1.9% 1.6% 3.1% 2.7%  1.2% 1.1%

Best 16.8% 25.9% 34.7% 32.3%  4.6% 5.5%
Quarter Q2 2009 Q2 2009 Q2 2009 Q3 2009  Q3 2001 Q4 2008

Worst -22.8% -21.2% -27.6% -36.1%  -3.0% -3.2%
Quarter Q4 2008 Q4 2008 Q4 2008 Q4 2008  Q4 2016 Q2 2015
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These headlines are not offered to explain market returns. Instead, they serve as a reminder that investors should view daily events from a long-term perspective and avoid making investment decisions based solely on the news.
Graph Source: MSCI ACWI Index [net div.]. MSCI data © MSCI 2017, all rights reserved.
It is not possible to invest directly in an index. Performance does not reflect the expenses associated with management of an actual portfolio. Past performance is not a guarantee of future results. 

WORLD STOCK MARKET HEADLINES
MSCI All Country World Index with selected headlines from past 12 months
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Growth of Wealth: The Relationship between Risk and Return

Stock/Bond Mix

0.24
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75/25

100% Stocks

Ranked Returns (%)

Asset Class YTD 1 Year 3 Years** 5 Years**10 Years**
10-Year 
STDEV1

100% Stocks 17.75 19.29 8.02 10.79 4.45 16.90

75/25 13.22 14.35 6.13 8.14 3.70 12.66

50/50 8.85 9.60 4.21 5.48 2.76 8.43

25/75 4.62 5.01 2.25 2.82 1.65 4.20

100% Treasury Bills 0.53 0.58 0.25 0.16 0.36 0.22

Period Returns (%) * Annualized

9/2017

100% Stocks

75/25

50/50   

25/75

100% Treasury Bills

IMPACT OF DIVERSIFICATION & 3Q RETURNS

1. STDEV (standard deviation) is a measure of the variation or dispersion of a set of data points. Standard deviations are often used to quantify the historical return volatility of a security or portfolio.  
Diversification does not eliminate the risk of market loss. Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect expenses associated with the management of an actual 
portfolio. Asset allocations and the hypothetical index portfolio returns are for illustrative purposes only and do not represent actual performance. Global Stocks represented by MSCI All Country World Index (gross div.) and Treasury Bills represented by 
US One-Month Treasury Bills. Globally diversified allocations rebalanced monthly, no withdrawals. Data © MSCI 2017, all rights reserved. Treasury bills © Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Chicago (annually updated work 
by Roger G. Ibbotson and Rex A. Sinquefield). 

These portfolios illustrate the performance of different global stock/

bond mixes. Mixes with larger allocations to stocks are considered 

riskier but have higher expected returns over time. These higher 

returns do not materialize every day or every year. As illustrated in 

the Growth of Wealth chart, one can see portfolios that have more 

allocations to global stocks have had higher long-term returns.

 

I have bolded the returns for the YTD column to illustrate what 

investors should have approximated for the first nine months of this 

year. As discussed earlier, the first nine months of 2017 have been 

rewarding. 

100% Stocks

75/25

50/50   

25/75

100% Treasury Bills
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World Market Capitalization—US

52% US 
Market 
$26.0 trillion

Period Returns (%) * Annualized

Asset Class YTD 1 Year 3 Years** 5 Years** 10 Years**

Marketwide 13.91 18.71 10.74 14.23 7.57
Large Cap 14.17 18.54 10.63 14.27 7.55
Large Value 7.92 15.12 8.53 13.20 5.92
Large Growth 20.72 21.94 12.69 15.26 9.08
Small Cap 10.94 20.74 12.18 13.79 7.85
Small Value 5.68 20.55 12.12 13.27 7.14
Small Growth 16.81 20.98 12.17 14.28 8.47
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Small Growth

Large Growth

Small Cap
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Large Cap

Large Value

Ranked Returns for the Quarter (%)

US STOCKS
Third Quarter 2017 Index Returns

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio. Market segment (index representation) 
as follows: Marketwide (Russell 3000 Index), Large Cap (Russell 1000 Index), Large Cap Value (Russell 1000 Value Index), Large Cap Growth (Russell 1000 Growth Index), Small Cap (Russell 2000 Index), Small Cap Value (Russell 2000 Value 
Index), and Small Cap Growth (Russell 2000 Growth Index). World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and MSCI Emerging Markets IMI Index. Russell 3000 Index is used as the proxy for the US 
market. Frank Russell Company is the source and owner of the trademarks, service marks, and copyrights related to the Russell Indexes. MSCI data © MSCI 2017, all rights reserved.

US stocks represent 52% of global stock valuations, while our share of GDP 
is less than 25%. Thus, our stock valuations are an over representation of 
Global economic activity. This illustrates the world has a high confidence 
level in our economy. 

Stock market returns can be a mixed bag year to year. They can also be a 
mixed bag within a year. We divide stocks into groups to better understand 
returns. Large stocks vs. small stocks is one example. Under the YTD 
heading in the chart ‘Period Returns’, note Large Cap returns at 14.17% 
and Small Cap at 10.94%. Also note we can divide stocks into Value and 
Growth categories. So far this year, Growth is beating Value. Historically, 
small stocks and value stocks have provided 2-3% higher returns annually 
since 1928. For the first nine months of 2017 we can see the opposite is 
happening as large and growth are providing better returns. Thus, even 
though small and value have had higher historical returns, there is a 
randomness of returns year to year and one needs to be patient with a 
strategy and not be tempted to hop from one strategy to another. 
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INTERNATIONAL DEVELOPED STOCKS
Third Quarter 2017 Index Returns

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio. Market segment (index representation) 
as follows: Large Cap (MSCI World ex USA Index), Small Cap (MSCI World ex USA Small Cap Index), Value (MSCI World ex USA Value Index), and Growth (MSCI World ex USA Growth). All index returns are net of withholding tax on 
dividends. World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and MSCI Emerging Markets IMI Index. MSCI World ex USA IMI Index is used as the proxy for the International Developed market. MSCI data © 
MSCI 2017, all rights reserved. Frank Russell Company is the source and owner of the trademarks, service marks, and copyrights related to the Russell Indexes. 

In US dollar terms, International Developed markets 
outperformed US equity indices but underperformed 
emerging markets indices during the quarter.

There were some similarities and differences in International 
asset classes compared to US asset classes. For example, in the 
US, large stocks outperformed small YTD. The International 
market has seen the opposite: Small has outperformed Large. 
On the other side of the coin, the comparison of value and 
growth are similar. Growth stocks have generated better 
returns than Value in both markets. 

Period Returns (%) * Annualized

Asset Class YTD 1 Year 3 Years** 5 Years** 10 Years**
Large Cap 19.17 18.73 4.57 7.81 1.28
Small Cap 23.82 20.42 9.59 11.16 4.04
Value 17.05 22.46 3.24 7.36 0.64
Growth 21.47 15.04 5.82 8.19 1.86

37%
International 
Developed 
Market
$18.5 trillion

World Market Capitalization—International Developed
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EMERGING MARKETS STOCKS
Third Quarter 2017 Index Returns

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio. Market segment (index representation) 
as follows: Large Cap (MSCI Emerging Markets Index), Small Cap (MSCI Emerging Markets Small Cap Index), Value (MSCI Emerging Markets Value Index), and Growth (MSCI Emerging Markets Growth Index). All index returns are net of 
withholding tax on dividends. World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and MSCI Emerging Markets IMI Index. MSCI Emerging Markets IMI Index used as the proxy for the emerging market portion 
of the market. MSCI data © MSCI 2017, all rights reserved. Frank Russell Company is the source and owner of the trademarks, service marks, and copyrights related to the Russell Indexes. 

In US dollar terms, emerging markets indices outperformed 
developed market indices, including the US, during the 
quarter.   

With broad market indices used as proxies, the value effect 
was negative meaning growth stocks had better returns. 
However, in the small cap space, the effect was the opposite as 
value outperformed growth. 

Overall, small caps underperformed large caps in emerging 
markets.  

9.86

7.58

5.44
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10.19
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5.64

5.47

Growth

Large Cap

Small Cap

Value

Ranked Returns (%) Local currency US currency

Period Returns (%) * Annualized

Asset Class YTD 1 Year 3 Years** 5 Years** 10 Years**
Large Cap 27.78 22.46 4.90 3.99 1.32
Small Cap 22.53 14.89 3.14 4.60 1.74
Value 19.87 18.55 1.62 1.34 0.67
Growth 36.03 26.35 8.12 6.55 1.88

11%
Emerging 
Markets
$5.8 trillion 

World Market Capitalization—Emerging Markets
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FIXED INCOME
Third Quarter 2017 Index Returns

One basis point equals 0.01%. Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio. Yield curve data 
from Federal Reserve. State and local bonds are from the S&P National AMT-Free Municipal Bond Index. AAA-AA Corporates represent the Bank of America Merrill Lynch US Corporates, AA-AAA rated. A-BBB Corporates represent the Bank of America 
Merrill Lynch US Corporates, BBB-A rated. Bloomberg Barclays data provided by Bloomberg.  US long-term bonds, bills, inflation, and fixed income factor data © Stocks, Bonds, Bills, and Inflation (SBBI) Yearbook™, Ibbotson Associates, Chicago (annually 
updated work by Roger G. Ibbotson and Rex A. Sinquefield). Citi fixed income indices copyright 2017 by Citigroup. The BofA Merrill Lynch Indices are used with permission; © 2017 Merrill Lynch, Pierce, Fenner & Smith Incorporated; all rights reserved. 
Merrill Lynch, Pierce, Fenner & Smith Incorporated is a wholly owned subsidiary of Bank of America Corporation. The S&P data are provided by Standard & Poor’s Index Services Group. 

Interest rates increased across the US fixed 

income market for the quarter. The yield on 

the 5-year Treasury note increased by 3 basis 

points (bps) to 1.92%. The yield on the 10-year 

Treasury note increased by 2 bps to 2.33%. The 

30-year Treasury bond yield increased by 2 bps 

to finish at 2.86%.

The yield on the 1-year T-bill rose 7 bps to 

1.31%, and the 2-year Treasury note yield 

rose 9 bps to 1.47%. The yield on the 3-month 

Treasury bill increased 3 bps to 1.06%, while 

the 6-month Treasury bill yield increased 6 bps 

to 1.20%.

In terms of total returns, short-term corporate 

bonds gained 0.59%, and intermediate-term 

corporates gained 1.05%.

Short-term municipal bonds generated a total 

return of 0.49%, while intermediate-term 

municipal bonds returned 0.83%. General 

obligation bonds gained 1.14%, outperforming 

revenue bonds by 4 bps.

2.33
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Asset Class YTD 1 Year 3 Years** 5 Years** 10 Years**
Bloomberg Barclays Long US Government Bond Index 6.06 -6.14 4.84 2.87 6.83
Bloomberg Barclays Municipal Bond Index 4.66 0.87 3.19 3.01 4.52
Bloomberg Barclays US Aggregate Bond Index 3.14 0.07 2.71 2.06 4.27
Bloomberg Barclays US Corporate High Yield Index 7.00 8.88 5.83 6.36 7.84
Bloomberg Barclays US TIPS Index 1.72 -0.73 1.62 0.02 3.90
BofA Merrill Lynch 1-Year US Treasury Note Index 0.55 0.60 0.46 0.39 1.05
BofA Merrill Lynch Three-Month US Treasury Bill Index 0.57 0.66 0.32 0.22 0.47
Citi World Government Bond Index 1-5 Years (hedged to USD) 1.07 0.59 1.35 1.30 2.32

* Annualized
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QUIT MONKEYING AROUND!
Third Quarter 2017

Exhibit 1. US Stocks Sized by Market Capitalization

In the world of investment management there is an
oft-discussed idea that blindfolded monkeys throwing darts 
at pages of stock listings can select portfolios that will do just 
as well, if not better, than both the market and the average 
portfolio constructed by professional money managers. If this 
is true, why might it be the case? 

THE DART BOARD
Exhibit 1 shows the components of the Russell 3000 Index (regarded as a 
good proxy for the US stock market) as of December 31, 2016. Each stock 
in the index is represented by a box, and the size of each box represents the 
stock’s market capitalization (share price multiplied by shares outstanding) 
or “market cap” in the index. For example, Apple (AAPL) is the largest box 
since it has the largest market cap in the index. The boxes get smaller as you 
move from the top to the bottom of the exhibit, from larger stocks to smaller 
stocks. The boxes are also color coded based on their market cap and whether 
they are value or growth stocks. Value stocks have lower relative prices (as 
measured by, for instance the price-to-book ratio) and growth stocks tend 
to have higher relative prices. In the exhibit, blue represents large cap value 
stocks (LV), green is large cap growth stocks (LG), gray is small cap value 
stocks (SV), and yellow is small cap growth stocks (SG). 

For the purposes of this analogy you can think of Exhibit 1 as a proxy for the 
overall stock market and therefore similar to a portfolio that, in aggregate, 
professional money managers hold in their competition with their simian 
challengers. Because for every investor holding an overweight to a stock 

For illustrative purposes only. Illustration includes constituents of the Russell 3000 Index as 
of December 31, 2016, on a market-cap w eighted basis segmented into Large Value, 
Large Grow th, Small Value, and Small Grow th. Source: Frank Russell Company is the 
source and ow ner of the trademarks, service marks, and copyrights related to the Russell 
Indexes. Please see Appendix for additional information. 

(relative to its market cap weighting) there must also be an investor underweight that same 
stock, this means that, in aggregate, the average dollar invested holds a portfolio that looks 
like the overall market.1

1. For more on this concept, please see “The Arithmetic of Active Management” by William Sharpe.
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Exhibit 2, on the other hand, represents the dart board the monkeys are using to play 
their game. Here, the boxes represent the same stocks shown in Exhibit 1, but instead 
of weighting each company by market cap, the companies are weighted equally. For 
example, in this case, Apple’s box is the same size as every other company in the 
index regardless of its market cap. If one were to pin up pages of newspaper stock 
listings to throw darts at, Exhibit 2 would be much more representative of what the 
target would look like. 

When looking at Exhibits 1 and 2, the significant differences between the two are 
clear. In Exhibit 1, the surface area is dominated by large value and large growth 
(blue and green) stocks. In Exhibit 2, however, small cap value stocks dominate 
(gray). Why does this matter? Research has shown that, historically over time, small 
company stocks have had excess returns relative to large company stocks. Research 
has also shown that, historically over time, value (or low relative price) stocks have 
had excess returns relative to growth (or high relative price) stocks. Because Exhibit 
2 has a greater proportion of its surface area dedicated to small cap value stocks, it 
is more likely that a portfolio of stocks selected at random by throwing darts would 
end up being tilted towards stocks which research has shown to have had higher 
returns when compared to the market.

SO... THROW AWAY?
This does not mean, however, that haphazardly selecting stocks by the toss of a dart 
is an efficient or reliable way to invest. For one thing, it ignores the complexities that 
arise in competitive markets.

Consider as an example something seemingly as straightforward as a strategy that 
holds every stock in the Russell 3000 Index at an equal weight (the equivalent of 
buying the whole dart board in Exhibit 2). In order to maintain an equal weight in 

QUIT MONKEYING AROUND!
(continued from page 10)

all 3,000 securities, an investor would have to rebalance frequently, buying shares of 
companies that have gone down in price and selling shares that have gone up. This is 
because as prices change, so will each individual holding’s respective weight in the 
portfolio. By not considering whether or not these frequent trades add value over and 
above the costs they generate, investors are opening themselves up to a potentially less 
than desirable outcome.

For illustrative purposes only. Illustration includes the constituents of the Russell 3000 
Index as of December 31, 2016 on an equal-w eighted basis segmented into Large Value, 
Large Grow th, Small Value, and Small Grow th. Source: Frank Russell Company is the 
source and ow ner of the trademarks, service marks, and copyrights related to the Russell 
Indexes. Please see Appendix for additional information.

Exhibit 2. US Stocks Sized Equally
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Instead, if there are well-known relationships that explain differences in expected 
returns across stocks, using a systematic and purposeful approach that takes 
into consideration real-world constraints is more likely to increase your chances 
for investment success. Considerations for such an approach include things like: 
understanding the drivers of returns and how to best design a portfolio to capture 
them, what a sufficient level of diversification is, how to appropriately rebalance, and 
last but not least, how to manage the costs associated with pursuing such a strategy.

THE LONG GAME
Finally, the importance of having an asset allocation well suited for your objectives 
and risk tolerance, as well as being able to remain focused on the long term, cannot 
be overemphasized. Even well-constructed portfolios pursuing higher expected 
returns will have periods of disappointing results. A financial advisor can help an 
investor decide on an appropriate asset allocation, stay the course during periods of 
disappointing results, and carefully weigh the considerations mentioned above to 
help investors decide if a given investment strategy is the right one for them. 

QUIT MONKEYING AROUND!
(continued from page 11)

CONCLUSION
So what insights can investors glean from this analysis? First, by tilting a portfolio 
towards sources of higher expected returns, investors can potentially outperform 
the market without needing to outguess market prices. Second, implementation 
and patience are paramount. If one is going to pursue higher expected returns, it is 
important to do so in a cost-effective manner and to stay focused on the long term. 

APPENDIX
Large cap is defined as the top 90% of market cap (small cap is the bottom 10%), 
while value is defined as the 50% of market cap of the lowest relative price stocks 
(growth is the 50% of market cap of the highest relative price stocks). For educational 
and informational purposes only and does not constitute a recommendation of any 
security. The determinations of Large Value, Large Growth, Small Value, and Small 
Growth do not represent any determinations Dimensional Fund Advisors may make 
in assessing any of the securities shown.

Source: Dimensional Fund Advisors LP.
There is no guarantee inv estment strategies will be successful. Investing involves risks including possible loss of principal. Diversification does not eliminate the risk of market loss.
All ex pressions of opinion are subject to change. This article is distributed for informational purposes, and it is not to be construed as an offer, solicitation, recommendation, or endorsement of any particular security, products, or services.


