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For a number of months, we have been advising clients to “expect more volatility.”
For most of 2017, “more volatility” was elusive: 2017 was one of the least volatile years for the
stock market in history, as equity prices worked gradually higher throughout the course of the
year.
But the placid environment that characterized 2017 has given way to a markedly different capital
markets climate in 2018.
The stock market ripped higher to start the year, gaining 7.4% during the first 19 trading sessions
(15 up days, only 4 down days), with the S&P 500 reaching an all-time high of 2,872 on January
26, one of the best starts to a new year for the stock market ever.
Interest rates also rose sharply at the start of the year, with the 10-year Treasury yield advancing
from 2.40% to 2.88%. The rise in bond yields spooked equity investors, and triggered waves of
intense selling on Friday and Monday, which were exacerbated by computer-driven algorithmic
trading. Stocks closed down 4-5% on Monday, one of the largest single day declines in history.
From January 26 through the close on February 5 (6 trading days), the S&P 500 gave back all of its
2018 gains and then some, dropping to 2,645, a little below its 2017 year-end level of 2,674.
Futures trading overnight, and actual market trading today, saw even greater levels of stock price
volatility. The Dow Jones Industrials Average opened down 550 points, promptly traded to up over
500 points, experienced wide price swings between negative and positive territory throughout the
day, before rallying sharply in the last hour of trading to close up 569 points on the day. The Dow
traversed more than 3,000 points of trading over the course of the day. The S&P 500 experienced
similarly wide (and wild) trading swings throughout the day, and finished at 2,695, up 1.75% on
the day and up 0.89% year-to-date.
While we expect elevated stock price volatility going forward, we would also expect that the
extreme volatility levels experienced over the past several days to subside over time.
What comes next?
Our thoughts are summarized as follows:
1. We expect continued stock price volatility in coming weeks as investors digest and assess
the tradeoff between rising interest rates (which have a tendency to reduce the valuation
levels that investors will pay for stocks) and a stronger economic environment that is
driving improved corporate profits. We expect an eventual resolution toward higher stock
prices, but a retest of the interim lows from yesterday and today is also a material
possibility.
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2. We continue to believe that the S&P 500 could see as much as a 15-20% decline and a 1520% advance from current levels (the S&P 500 closed today at 2,695, essentially unchanged
from its year-end 2,674 level) over the course of 2018, as the stock market returns to more
normal levels of volatility.
3. Valuations for stocks have actually improved materially over the past two weeks, as stock
prices have declined about 7-8% from their January highs, while consensus earnings
estimates for 2018 have risen about 7% since year-end (driven by solid fourth quarter
earnings reports, and the potential for favorable effects of the corporate tax rate cut that
was legislated in late December).
4. We continue to believe that fair value for the S&P 500 at year-end 2018 is approximately
3,000, versus a closing level of 2,695 today.
5. We would view sharp stock price declines from current levels as an opportunity to add
equity exposure; we would view an advance significantly above 3,000 on the S&P 500 as an
opportunity to reduce equity exposure, all things equal.
Ultimately, an investor’s time horizon is important to understanding their capacity to withstand
high levels of short term price volatility.
Most clients have effective time horizons that are measured in years, if not decades.
Consequently, while very high levels of short-term stock price volatility are not pleasant, volatility
does create opportunity, and we will be especially focused on looking for places to capture
incremental return that might be created by continued periods of extreme stock price volatility,
within the context of longer term portfolio objectives.
If you have questions about your portfolio, or would like to discuss our outlook in more detail, we
would encourage you to contact us at your convenience.
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