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What a year! You could not ask for much more. The S&P 5001, a broad 
measure of the stock market, notched 62 record highs for the year to 
finish with a gain of 19.4% and had its best year since 2013. Not to 
be outdone, the tech-heavy NASDAQ Composite2 climbed 28.2% and 
finished higher for the sixth consecutive year, tying the longest annual 
streak on record, which was from 1975 to 1980. The synchronized 
global recovery helped lift all boats with international developed 
markets3 returning 22% and international emerging markets4 surging 
34%. And, in spite of the Federal Reserve increasing interest rates 
three times during 2017, bonds returned 3.54%5 and the 10-Year U.S. 
Treasury yield ended 2017 flat at 2.4%. All of this in a stubbornly low 
inflation environment (1.7%).6 But, that is not all!
Add on GDP growth eclipsing the 3% threshold for two quarters in a 
row (Q2 growth of 3.1% and Q3 growth of 3.3%)7 with expectations 
rising to around 3% for all of 2018, Leading Economic Indicators 
firing on all cylinders8, a total change in attitude in the White House 
regarding regulation and business in general, and corporate earnings 
growing at 8% plus in 2017 and projected to climb 12.3% in 2018, 

according to S&P Capital IQ consensus estimates. Anything else? 
Well, let’s add on significant and material tax reform; corporate tax rates 
dropping significantly so that they are much more competitive with 
the rest of the world; and, tremendous tax incentives for corporations 
to bring back money they earned overseas. And, remember, you also 
benefit from low corporate taxes because you own those corporations! 
Let’s not forget personal income tax reform. Most Americans will 
enjoy paying less taxes in 2018 than in 2017 and that will stimulate our 
economy going forward. But, that is still not all. 
2017 also featured the lowest volatility that I can remember in the 
30 years I have been in this business. Only 9 days where the market 
fluctuated by 1% or more compared to an average of about 50 days. No 
pullbacks in excess of 2% during the year and we normally average 
three to five pullbacks in excess of 5% in a year! It has been the most 
benign market I can ever remember – good for sleeping at night!
We have a great deal to be thankful for in 2017 and much to look  
forward to in 2018.

The big question on everyone’s mind is what 
is going to happen in 2018? Will the eight-
year-old bull market continue? Will volatility 
come back into the market? Will we have a 
correction (a decline of 10%), or, maybe even 
a recession? Will inflation return? What will 
the price of Bitcoin be? It is a lot to tackle, but 
here is our forecast.
Right now, the S&P 500 is trading at 23.1 
times trailing earnings (the Price/Earnings 
ratio). Historically, the average trailing P/E 
ratio has been about 17-18 times earnings 
when inflation has been at current levels9, 
so the S&P 500 is currently trading at an 
above average level. We think that is justified 
because interest rates are still way below 
historic averages, we have an improving 
business and regulatory climate, the benefits 
of tax reform, and a global expansion that 
we expect to continue. S&P 500 earnings for 
2018 are expected to be $150, which is about 
a 16% increase over expected 2017 earnings.10 
However, if inflation starts to rise, if interest 
rates rise, if the global expansion starts to 
slow a bit, and if geo-political concerns 
elevate, then there may be some contraction 
in the P/E ratio. We are forecasting some P/E 
ratio contraction, but still expect positive 
stock market returns in 2018 – maybe in the 
mid to upper single digit range – and if we 
are wrong, we think it will be because our 
forecast is too low, rather than too high.
Regarding bond markets, we think returns 
will be positive, but lower in 2018 than 
in 2017 because interest rates should rise 
(prices move inversely to yields). However, 
guessing the direction of interest rates has 
been challenging due to central-bank interest 
manipulation (easing) around the world. We 

think the yield on the 10 year U.S. Treasury 
will rise by .50 -.75% in 2018, which will be a 
headwind for bonds.
We think the worst nightmare for bonds 
and stocks in 2018 would be a sharp rise in 
inflation. Inflation has a very reliable history 
of lowering P/E’s. However, rising earnings 
should help offset some of the P/E contraction, 
as previously mentioned. The bond yield 
curve (the spread between two-year and 
10-year Treasuries) could steepen quickly and 
leave bond investors in a foul mood (you can 
lose money investing in bonds). However, the 
Federal Reserve and most economists expect 
prices to rise at a gradual pace in 2018.
If volatility doesn’t return in 2018, we will be 
eating crow. We expect normal volatility to 
return (some 5% plus pullbacks), but it will 
feel terrible because markets have been so 
benign for so long. Nevertheless, volatility 
is just the market breathing in and out in a 
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12/31/17 YTD (Change)

Dow Jones Industrial Average*  
S&P 500*
NASDAQ Composite*
MSCI EAFE (USD)*
Bloomberg Commodity Index
Barclays Aggregate Bond Index
10 Yr U.S. Treasury Bond Yield
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24719.22      
2673.61
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2.40%
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$1.20      

25.1%
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0.8%
3.5%

       -5 bps   
-29 bps   
+75 bps     

12.5%   
13.6%    
14.3%

   1.7%   
2.2%

* Without dividends   
** Unadjusted 12-mos. ended November 2017  
bps (1 Basis Point = 1/100%)  

UNCH (Unchanged)
Sources for Score Board and quoted statistics: 
WSJ, US Dept. of Labor, Federal Reserve

**
**

normal fashion. This is what markets do. 
Markets in 2017 felt like they had been 
given anesthesia. They will wake up, but 
it will be a return to normal – nothing 
more. Short-term pullbacks can present 
opportunities for long-term investors. 
There are absolutely no indications that we 
will have a recession anytime soon.
Regarding our forecast of the price of 
Bitcoin, see page three of this report (hint: 
there is no page three!) It seems the more 
bullish the market, the stronger is the 
tendency to chase trends. The technology 
(blockchain) may become ubiquitous 
over time, fueled in part by the growing 
participation of major institutions and 
governments. However, crypto-currencies 
as they exist today may turn out to be 
a large financial bubble. We will not be 
making Bitcoin investments for our clients 
anytime soon.
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After 25 years at 8141 E. Kaiser Blvd, we will be moving our office in 2018. As of now, it looks like the move will take place on April 1st. Our new office will 
be in a modern office complex at the corner of Main St. and MacArthur Blvd, in Irvine, just across the street from John Wayne Airport. It will be very freeway 
convenient for all of our Orange County clients.
Why are we moving? There are several reasons. First of all, we will be more centrally located for our clients and for our employees. Only Pat and Cindy 
will have longer commutes. Second, our other division, BFS Institutional Services, is already located in the building we will be moving into and we will be 
able to consolidate our offices, which will improve our productivity, cooperation and will help us to realize the synergies we saw when we entered into the 
partnership two years ago. Finally, our firm is growing and we just need more space.
Moving is always traumatic and we are not looking forward to it – but it won’t be too hard. Almost none of our furniture will go with us (it is pretty trashed 
after 25 years!). We have very few files, as we are virtually paperless now. The move will actually be quick and easy, but it will be bittersweet.
We will be in touch with everyone regarding the actual move-in date and the address at a later date. Email addresses will not change, but our phone numbers 
will. And, of course, we will have an Open House after we are settled and you are all invited! Nevertheless, if you have any questions, Talk With Us!
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1. The S&P 500 is designed to be a leading indicator of US equities and is commonly used as a proxy for the U.S. stock market. Price return quoted.
2. The NASDAQ Composite is a stock market index that is heavily weighted towards information technology companies. Price return quoted.
3. The MSCI EAFE index is a measure of the equity performance of developed markets, excluding the U.S. and Canada. Price return quoted.
4. The MSCI Emerging Markets index consists of 23 emerging markets country indexes. Price return quoted.
5. The Barclays Aggregate Bond index is a broad-based index used as a proxy for the U.S. bond market. 
6. Source: Bureau of Labor Statistics, November 2017.  
7. Source: Bureau of Economic Analysis, December 21, 2017.
8. Source: The Conference Board. The Composite Index of Leading Indicators is an index published monthly used to predict the direction of the economy’s movements 

in the months to come.
9. Source: Strategas Research Partners.
10. Source: S&P Capital IQ consensus estimates.
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We made three significant changes in our 
portfolios in Q4. First of all, we increased 
our allocation to individual growth stocks in 
portfolios in which we employ that strategy. 
This strategy involves us picking 40 growth/
momentum stocks and owning them as long 
as we believe they will help us beat the S&P 
500 and selling them when we think they won’t. 
Our increase in our allocation to this strategy 
reflects our confidence in the strategy and 
the degree to which the strategy helped our 
portfolios in 2017.
The second change was to sell the commodities 
fund that we had been using. We eliminated 
the position for a couple of reasons: 1) tax-

loss harvesting – in most of our portfolios 
this was the only position in which we had 
unrealized losses and we used these losses 
to offset realized gains; and, 2) we found 
commodities to be too volatile for our taste. 
If we own any commodities going forward, it 
will be through other funds we own or through  
individual stock purchases. 
Finally, we rebalanced portfolios to our target 
weightings as the year neared its end. A return 
adding strategy we employ is to trim investments 
that exceed our targets by a predetermined 
amount, and then re-deploy those funds into 
assets classes that are underweight versus our 
targets. We rebalance whenever necessary, but 

only when necessary in an effort to maximize 
your returns while keeping transaction costs 
as low as possible. By the way, we recently 
negotiated a significant discount with Charles 
Schwab, your custodian, to lower transaction 
fees on your institutional mutual funds. In 
some cases, the discount is nearly 50%!
Otherwise, we are in very good shape 
regarding asset allocation and stock picking. 
We are watching and managing our portfolios 
more closely than ever and are always looking 
for changing tides. We understand that you 
employ us in part to take the worry out of 
investing and we are doing our very best to 
do just that!


