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The first half of 2017 proved to be transitional in terms of market themes and a continuation of the 
politically charged post-election environment in the U.S.  Yet, markets continued to generally push 
higher, with most asset classes producing positive returns.  Famed investor Sir John Templeton once 
said, “Bull markets are born of pessimism, grow on skepticism, mature on optimism and die of 
euphoria”. (1)  As the current U.S. economic expansion moves closer in length to the longest 
expansion on record (120 months from March 1991 to March 2001), many asset managers have 
become fixated on determining exactly where the current cycle is in terms of its life span and are 
adjusting portfolio positioning accordingly.  As always, market views on this topic are wide ranging, 
with materially different implications for portfolio allocations.    
 
2017 Year-to-Date Recap 
 
We entered 2017 with general optimism related to President Trump’s policy agenda, increased 
growth expectations, rising U.S. interest rates and U.S. small cap stocks leading the way on market 
returns.  As we moved through the 1st and 2nd quarters of this year, those themes receded and 
yielded to new narratives.  The chart below provides 1st half return performance for major equity 
and bond markets, as well as Keel Point portfolio risk benchmarks. 
 

 2017 
2nd Qtr 

2017 
1st Half 

Equity Markets   
S&P 500 (US Lg Cap) 3.1% 9.3% 
Russell 2000 (US Sm Cap) 2.5% 5.0% 
MSCI Int'l Developed (EAFE) 6.1% 13.8% 
MSCI Emerging Markets 6.3% 18.4% 
MSCI All Country World (ACWI) 4.3% 11.5% 
Bond Markets   
7-10 Year US Treasury Bonds 1.4% 2.5% 
US High Yield Bonds 2.1% 4.5% 
Emerging Market Bonds 1.8% 5.8% 
US Aggregate Bonds (Agg) 1.4% 2.3% 
Keel Point Portfolio Benchmarks   
Aggressive (90% equity / 10% bonds) 4.0% 10.5% 
Growth (75% equity / 25% bonds) 3.6% 9.1% 
Balanced  (55% equity / 45% bonds) 3.0% 7.3% 
Conservative (35% equity / 65% bonds) 2.4% 5.4% 

 
Source:  Bloomberg (2) 

 
As the information provided above shows, U.S. equity has lost its performance leadership position 
to non-U.S. equity markets thus far this year.  The optimism related to increased policy-driven 
growth (otherwise known as the “Trump bump”) in the U.S. has given way to pessimism and a 
pervasive view that the new administration may struggle to get anything meaningful done during this 
year.  As a result, U.S. growth expectations have adjusted downward.  This change in sentiment 
most significantly impacted growth-sensitive U.S. small cap stocks, which underperformed other 



 

major equity markets.  It also caused a reversal of some well-established market trends going into the 
year, notably the strengthening U.S. dollar and rising long-term U.S. interest rates.  The U.S. dollar 
index, which measures dollar strength against a basket of major global currencies, declined by 6.4% 
during the first six months of the year.  As expected, the Fed increased the short-term U.S. Fed 
Funds rate in March and June; however, the 10-year Treasury yield fell by 0.13% during the 1st half 
to finish at 2.31% on June 30th.  This caused a flattening of the U.S. yield curve, a dynamic usually 
associated with a slowdown of economic activity. 
 
It is also noteworthy that some U.S. economic data (e.g., auto sales and retail sales) began weakening 
as economic data in other major regions, particularly Europe, continued to strengthen.  The 
subsequent market rotation into non-U.S. equity markets (coupled with dollar weakness) 
strengthened non-U.S. returns.  It should also be noted that, overall, U.S. data has recovered to 
some degree and has been trending more positively the last 3 weeks. 
 
Expectations Going Forward 
 
Going back to Sir John Templeton’s quote, we see the current U.S. economic cycle as still on firm 
footing and progressing through his “maturing optimism” phase.  Our view is that the current 
expansion will prove to be the longest expansion in U.S. history, albeit with uninspiring 2.0% - 2.5% 
GDP growth and lower equity returns over the longer term going forward.  We ended 2016 
projecting 7% - 10% S&P returns for 2017.  Given the S&P’s performance year-to-date, that 
projection may prove to be a bit conservative.  Below are some of the major market themes Keel 
Point sees impacting portfolio performance for the rest of the year. 
 

• Legislative Pessimism Oversold:  While we acknowledge that the implementation of any 
of the administration’s economic agenda would likely not have a material long-term impact 
on GDP growth, we do think that negative sentiment has probably gone too far.  Through 
all the investigations and noise, corporate tax reform and, perhaps, a paired down 
infrastructure bill are still obtainable this year.  Anything positive that can get done will have 
a positive impact on financial markets. 

 
• U.S. Interest Rates Trend Higher:  Current market consensus is for rates and inflation to 

remain low for an extended period of time, giving the Fed plenty of room to gradually 
increase short-term rates and begin selling the $4.3 trillion of Treasury and mortgage-backed 
bonds currently on its balance sheet (i.e., “tapering”).  We believe rates may move higher 
sooner than consensus expectations, with tapering being more of the catalyst than rate hikes 
in Fed Funds.  The Fed is projecting one more increase this year, and Chairwoman Yellen 
has indicated that the Fed is preparing to begin its tapering program later this year.  We are 
not constructive on bond returns for the remainder of the year and think rising rates could 
negatively impact market performance before year-end. 
 

• Market Volatility Continues to be Mispriced:  While equity market volatility did spike in 
April and May, implied volatility (extracted from the current pricing of equity options) 
tracked by the VIX Index finished the 2nd quarter around 11 - far below its average of 18 



 

over the past 7 years.  We interpret the current market pricing of volatility and the 
historically low level of realized volatility over the past year as reflecting market complacency 
– perhaps the result of years of supportive central bank monetary policy.  We have stated in 
prior commentaries that we anticipate equity market volatility to increase appreciably going 
forward.  It has not happened thus far; however, we remain firm in our view that the market 
is currently too complacent and that larger swings in equity prices will be experienced before 
year-end.  Potential U.S. policy and geopolitical risks remain elevated. 
 

• U.S. Recession Not Imminent:   While we would not be surprised to see a moderate 
correction of U.S. equity valuations (which remain elevated relative to historical norms) 
within the next 12 – 18 months, Keel Point does not believe a U.S. recession is imminent.  
As such, we do not see a sustained downward trend in equity markets within the next 2 
years.  This view is predicated on several factors, including our aggregate assessment of 
current economic data, our expectation of continued corporate earnings growth and better 
global growth (which will help U.S. exports), as well as the fact that the Fed is early in its 
normalization of monetary policy, while other major central banks have yet to even begin 
normalization. 
 

Keel Point Portfolio Positioning   
 

• Equity:  Keel Point’s equity positioning across portfolio strategies moderately 
underperformed the All Country World Equity Index (the “ACWI”) benchmark year-to-date 
due to the allocation in U.S. small cap equities and the relatively poor performance of 
REIT’s and MLP’s, which we use to diversify equity returns over longer periods.  Our 
positioning in U.S. equities added value relative to the ACWI during 2016, but has been a 
source of underperformance this year.  We have generally been pleased with the 
performance of our active managers this year, particularly the U.S. managers, as they have 
collectively outperformed their respective S&P 500 (large cap) and Russell 2000 (small cap) 
benchmarks.  We have also been pleased with the performance of the BlueArc quantitative 
equity strategy, which we launched with BlueArc in February.  The strategy was designed to 
help diversify core equity returns as market volatility increases with exposure to well-known 
quantitative managers with established track records. 

 
While we believe that U.S. equities are likely to close some of the performance gap with non-
U.S. equities during the remainder of this year, we think it prudent to begin to balance the 
risk across global equity markets within Keel Point strategy portfolios.  We will be executing 
some of that equity repositioning during the 3rd quarter. 
  

• Fixed Income:  We constructed our core fixed income position to be less sensitive to 
movements in U.S. interest rates than its benchmark U.S. Aggregate Bond Index (the 
“AGG”).   This was done to constrain fixed income negative returns in a rising rate 
environment.  We were, therefore, satisfied that the consolidated fixed income allocation 
kept pace with benchmark returns during the first half of the year, despite long-term rates 



 

moving lower.  The fixed income position slightly outperformed the benchmark year-to-date 
and has significantly outperformed the benchmark over the past 12 months.   
 
Keel Point continues to incorporate lower volatility alternative strategies (with returns that 
are relatively uncorrelated to interest rates) with fixed income positions to provide a risk 
ballast within defensive portfolio allocations.  Some of the alternative strategies (particularly 
managed futures) are intended to protect value in the event of a sustained equity selloff.  The 
defensive alternative positions collectively underperformed the AGG year-to-date.  
However, overall, we believe Keel Point’s defensive positioning across portfolio strategies is 
well suited to provide portfolio diversification when needed in weak equity markets and will 
exhibit resilient performance should U.S. rates move higher. 
  

• Tactical & Structured Notes:  Keel Point’s tactical strategy is trend based, incorporating 
the active management of passive ETF positions across capital markets.  Portfolio 
positioning is guided by our proprietary tactical model.  The portfolio entered 2016 very 
aggressively positioned, with a significant overweight to U.S. equity sectors.  While the 
strategy has maintained some U.S. equity investments in outperforming sectors, such as 
technology and aerospace & defense, the portfolio is now more heavily weighted toward 
non-U.S. equities and is less aggressively positioned.  Roughly 70% of the non-U.S. equity 
exposure is now dedicated to Europe, with positions in EuroStoxx, Switzerland and 
Germany ETF’s.  Currently, tactical target portfolio allocations are 47% in non-U.S. equities, 
33% in U.S. equities and 20% in cash.  The tactical strategy has underperformed the ACWI 
year-to-date on an absolute return basis, but is currently exhibiting less than half the risk of 
the index.  The significant trend reversals experienced this year have hurt performance, 
particularly given that the tactical model requires some time to adjust to changing market 
conditions. 
  
Keel Point’s structured notes portfolio has performed well this year.  Although the 
structured notes program has underperformed the year-to-date ACWI return of 11.5%, it 
should be noted that the ACWI is unhedged and carries full downside exposure to an equity 
correction. Keel Point’s structured notes typically embed options that mitigate a portion of 
downside equity risk at note maturity.  The underperformance in a bullish market can, 
therefore, be considered the cost of hedging.  Keel Point manages its structured notes 
portfolio with the intent to capture a significant portion of upside returns in a bullish market, 
while also hedging a significant amount of downside risk exposure. 
 
We appreciate your trust in Keel Point. 
 
Best Regards, 
 
Steven Skancke (Chief Investment Strategist) 
Lyle Minton (Chief Investment Officer) 
 
 



 

Footnotes & Sources 
 

(1) franklintempleton.com/forms-literature/download/SIRJT-POS 
 

(2) Bloomberg Market Data: 
S&P 500 Index (SPX) 
Russell 2000 Index (RTY) 
MSCI EAFE Index (MXEA) 
MSCI Emerging Markets Index (MXEF) 
MSCI All Country World Index (MXWD) 
iShares 7-10 Year U.S. Treasury Bond ETF (IEF) 
iBoxx US$ Liquid High Yield Bond Index (IBOXHY) 
iShares JP Morgan US$ Emerging Markets Bond ETF (EMB) 
Bloomberg U.S. Aggregate Bond Index (LBUSTRUU) 
Keel Point Portfolio Benchmarks – Equity: MSCI ACWI / Bonds: U.S. Aggregate Bond Index 
 

 
 
 
 
 
 
 
 
 
 
 
This material is distributed for informational purposes only. The investment ideas and expressions of 
opinion may contain certain forward looking statements and should not be viewed as recommendations, 
personal investment advice or considered an offer to buy or sell specific securities. Data and statistics 
contained in this report are obtained from what we believe to be reliable sources including Bloomberg 
but their accuracy, completeness or reliability cannot be guaranteed. An index is an unmanaged 
weighted basket of securities generally representative of a certain market or asset class. An investment 
cannot be made directly in an index. Our statements and opinions are subject to change without notice 
and should be considered only as part of a diversified portfolio. No conclusion should be drawn from any 
chart, graph or table that such illustration can, in and of itself, predict future outcomes. You may request 
a free copy of Keel Point's Form ADV Part 2, which describes, among other items, risk factors, strategies, 
affiliations, services offered and fees charged.  
 
Past performance is not an indication of future returns. Securities offered through Keel Point Capital, 
LLC, Member FINRA and SIPC. Investment Advisory Services are offered by Keel Point, LLC an affiliate of 
Keel Point Capital. Keel Point does not give tax, accounting, regulatory, or legal advice to its clients. The 
effectiveness of any of the strategies described will depend on your individual situation and on a number 
of complex factors. You should consult with your other advisors on the tax, accounting, and legal 
implications of these proposed strategies before any strategy is implemented. 


