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Overview
Global financial markets steadily rose in the fourth quarter, providing a fitting finish to a very strong 2017. Annual returns were extraordinary, led
by emerging market equities at 37%, followed by foreign developed markets (MSCI EAFE) at 25% and the S&P 500’s 22%. Bonds had excellent
performance too, with high yield up 8% and emerging market bonds ($ denominated) up 9%. Even high-quality municipals, which began the year
yielding 1.9%, rallied to return 3.5%. One had to search far and wide for modest or negative returns, found mostly in small cap value stocks
(+7.8%), and the Energy and Telecom sectors (both -1%).
Many factors played a role in creating a favorable market environment:

•

Synchronized global growth: the U.S. economy accelerated to a 3% growth rate (second and third quarters), while both Europe and
emerging markets showed a pick-up in GDP.

•

Strong earnings: Factset estimates fourth quarter earnings growth of 10%, which would be the third time in the past four quarters
that the S&P 500 has reported double digit earnings growth.

•

Historically low volatility: The CBOE Volatility Index (the “VIX”) ended the year at 11, after trading at record low levels around 9
during much of the year. The S&P 500 amazingly trading down 1% only four times in 2017, with its largest sustained drop of only
3%!

•

Benign inflation environment: inflation remains contained, providing a stable backdrop to the global economy. Interest rates
across the globe remain low even as Central Bankers begin to pull back on liquidity.

At this point, if you are saying to yourself, “this sounds like the top,” you would not be alone. For years, many have posited markets cannot go
higher, that all the good news is priced in and that valuations are elevated. Stocks like Tesla, Facebook and Amazon began the year with ridiculous
valuations, yet returned 46%, 53%, and 56%, respectively. The Bitcoin craze, with daily swings of 10% - 20% and an annual gain of 1,291% reminds
every one of the dot.com bubble. The bull market that began in 2009 is now the second longest on record (over 100 months) and we all know
that bear markets (20% declines) follow bull markets.
From a valuation standpoint, it is true that U.S. and other equity markets are overpriced, but a good portion of this can be attributed to the incredible run in technology stocks. The five largest U.S. stocks by market capitalization are Apple, Google, Microsoft, Amazon and Facebook, technology stocks which returned on average 47% in 2017. These few stocks were significant contributors to capitalization weighted indices like the
S&P 500 and the reason for some of the disparity in returns in the market (large growth stocks returned 30.2% versus 7.8% for small cap value
stocks).
As noted, there are areas of the markets that have missed out on stellar returns which may provide the opportunity for decent returns going forward. We have already seen some corrections and rotations into less loved and less glamorous sectors of the market: retail, energy, consumer
staples (think Johnson and Johnson, Coca Cola, etc.) while financials, a long-term underperformer have begun to show signs of life.
Additionally, mutual fund and ETF flows reflect an investing public that is not “irrationally exuberant.” Since 2009, there has been a tremendous
flow of money into bonds funds and ETFs while the opposite has occurred with stocks, and the pace into bonds and out of stocks has accelerated
the last few years. There is one caveat: equity flows into emerging markets and regional and global products has increased significantly recently,
but still, all equity flows have trailed bond flows since 2015. For these reasons, the current rally has been called “the most unloved bull market in
history,” and we think this is another positive sign of market support.
Overall, as we discuss later in the Outlook section, we remain positive on the underpinnings of economic and market strength. But we are not
blind to the recent strong year we just had, and believe a more normal environment will reign: one where corrections can occur and where returns will come from a wider group of stocks.

Michael R. Eisner CFA®
Chief Investment Officer
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The Markets
Ross Miller CFA®
Senior Investment Analyst
The fourth quarter saw quite the excitement but not from markets.
Tax reform and a government spending bill were the headlines for
equity markets. As volumes declined into year-end, the fourth quarter saw oil prices break out into the low $60s, equity markets hit new
record highs and economic data proved resilient. All in all, the fourth
quarter resembled the previous nine months with strong market
returns, positive economic data and optimistic sentiment.

ient and the default rate remained low, finishing the year below 2%.
High yield corporate bond valuations remain stretched and with fewer creditor protections, future upside could be minimal.

CREDIT MARKETS

International bonds produced a solid return in 2017 as quantitative
easing continued. International bonds remain expensive and as the
central banks look to reduce their bond buying yields will rise further.
High valuations, narrow credit spreads and reduced central bank
easing make international bonds even less attractive going into 2018.

Bond yields fluctuated during the fourth quarter as they were impacted by economic data and politics. U.S. government bond yields rose
on the back of tax-reform and stronger than expected third quarter
GDP. However, U.S. government bond yields finished 2017 down just
four basis points from the start of the year. European government
yields declined during the fourth quarter but rose during the year.
European yields rose off record lows on the back of reduced quantitative easing from the European Central Bank.

Emerging market debt was a top performer in 2017 with a gain of
15.2%. Emerging markets have been beneficiaries of both stronger
growth across developed markets as well as their own strengthening
economies. Fiscal and economic reforms have added to already positive fundamental outlooks. Emerging market debt valuations are a
little expensive but given stable growth, positive fundamentals and
financial reform, 2018 could see a continuation of 2017’s positive
returns.

Municipal bond prices fell during the fourth quarter as speculation
grew over the tax bill’s impact on issuers. Municipal bond yields
moved higher as issuers raced to issue new debt before the tax bill
became law. Despite a negative fourth quarter, municipal bonds had
a strong 2017, returning 5.5% on the back of strong demand. We do
not expect the tax reform to impact the demand for municipal bonds
going forward.

GLOBAL EQUITIES

High yield municipal bonds had a very strong 2017 and fourth quarter. As the search for yield continued, high yield municipal bond prices rallied in 2017, led by tobacco settlement bonds. Given stable
economic growth, low inflation and historically low default risk, high
yield municipal bonds remain attractive and are likely to perform well
in 2018.
Corporate bonds finished the year and the fourth quarter with
stronger than expected returns despite issuance of $2.3 trillion,
marking the 6th straight year with total bond issuance over $1 trillion.
Elevated supply did not seem to hinder demand, as corporate bonds
returned 6.4% in 2017 as spreads fell to a record low of 93 basis
points. Given current valuations and tight spreads, remaining upside
appears limited.
High yield corporate bonds finished the fourth quarter in positive
territory and up 7.5% for 2017. High yield corporate bonds benefitted
from declining corporate leverage, higher margins and stronger cash
flows; all positives for companies with high default risks. Despite the
troubled retail sector, the high yield corporate bond market was resilINVESTMENT REVIEW

Global equities hit a fresh batch of all-time highs during the fourth
quarter. Global equity markets all ended up well over 20% led by
emerging and international equity markets. Technology stocks, globally, were the primary driver of equity returns in 2017. However,
almost all sectors of the equity markets finished higher in 2017 as
earnings and revenue growth continued to beat expectations.

Figure 1: 2017 S&P500 Contribution by Sector

Source: S&P Dow Jones Indices LLC

U.S. equities finished the fourth quarter and 2017 on a positive note.
Tax reform helped push equities higher as a corporate tax cut and the
potential repatriation of over $1 trillion held overseas is expected to
help earnings, dividends, and buybacks. Tax reform and stable eco-
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nomic growth have pushed earnings estimates higher for 2018, which
could translate to solid equity returns going forward.
In the U.S., large cap stocks performed best with the S&P 500 Index
gaining 22%. Mid and small cap lagged but still provided mid-term
returns. While growth stocks, led by the technology sector, have
outperformed throughout 2017, value stocks are beginning to close
the difference. Value stocks, such as financial stocks, are likely to
benefit from stable economic growth, strong earnings and higher
interest rates.
International equities trailed U.S. equities during the fourth quarter
but outperformed for the year. International equities were mixed
throughout the fourth quarter due to political issues in Spain, ongoing Brexit talks and mixed economic data. International markets remain in the earlier innings of an economic recovery but inconsistent
inflation and economic data led a slight underperformance in the
fourth quarter. Despite this, international markets remain attractive
going into 2018.

REAL ASSETS
Commodity markets finished the fourth quarter on a positive note as
oil prices moved into the low $60’s. Oil prices gained 17% during the
fourth quarter due to inventory reduction and an OPEC agreement to
continue its cuts till the end of 2018. Unfortunately, MLPs did not
benefit from the oil rally. Despite a strong December, MLPs fell 0.9%
during the fourth quarter, finishing the year in negative territory. A
poor 2017 makes MLPs even more attractive due to stable taxadvantaged cash flows and low valuations. Natural gas finished positively during the fourth quarter but negative for 2017 as the market
struggles with higher inventory and lower demand.
Precious metals finished higher during the fourth quarter with silver
and gold gaining 1.7%. REIT prices also rallied during the fourth quarter with U.S. and international REITs up 1% and 5.7%, respectively.
U.S. REITs continue to trail international REITs due to investor concerns on retail REITs. Economic growth is likely to provide REITs with
positive momentum through 2018.

Emerging market equities were the stars of 2017, gaining 37%.
Emerging markets remain attractive due to solid global synchronized
growth, economic reforms and fair valuations.
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Digital Currencies: Revolutionary or Bubble?
Throughout 2017, you’ve likely seen a headline with some combination of the words “Bitcoin”, “Fraud”, “Bubble” or
“Revolutionary”. Bitcoin, the largest of many digital cryptocurrencies that exist now, returned 1,291% in 2017. Digital
currencies like Bitcoin are not new as these have existed for years but just were not widely adopted or known.
Bitcoin’s meteoric rise through 2017 has brought it to mainstream and has led to the discussion of whether Bitcoin
and its digital brethren are bubbles waiting to burst or are indeed revolutionary currencies that will one day be widely
used.

Ross Miller,
CFA®
Senior
Investment
Analyst

Figure 1: Bitcoin Logo
Looking at the 2017 digital currency returns of 1,291%, 9,605% and 5,020% for
Bitcoin, Ethereum and Litecoin, three of the largest digital currencies, they scream
bubble! Yes, the returns are astronomical but these currencies trade similarly to fiat
currencies (U.S. Dollar, Euro, etc..), meaning the value is based on supply and deSource: Bitcoin Foundation
mand. However, most investors do not realize that digital currencies have a finite
amount of coins or tokens. Thus, if I want one of these limited coins, I will have to pay someone what they believe the
value is. Essentially, the market is deciding the price, which begs the question, why is it worth so much?
Outside of supply and demand, there is no genuine answer as to why these digital currencies have seen such appreciation, except for “it’s a bubble.” Bitcoin and other digital currencies are not widely accepted as a means of exchange
and have no proven sustainability. Moreover, news of people losing money from cyber-thieves is too common and
highlights the lack of protection – the Federal Deposit Insurance Corporation (FDIC) does not cover cryptocurrency
exchanges nor is there any government authority backing them! While the current crop of cryptocurrencies may not
be sustained, digital currencies are certainly changing the way we think about money.
Figure 2: Bitcoin Price

When financial regulators are literally quoting Latin in regard
to digital currencies, you should pay attention. Caveat emptor, or buyer beware, is not only fitting but important. With
the market still in its infancy, buying a digital currency should
be viewed as pure speculation. Some lucky punters will make
a windfall, but most risk losing everything without recourse.
Market Street does not presently recommend investing in
digital currencies, but we will continue to monitor the space
as it matures.

What is exciting and real is that these currencies are powered
by a very complex but revolutionary technology called Blockchain. This technology allows for the creation of an indelible
chronological digital record of transactions. Although many
focus on the benefits of its anonymity, Blockchain also has
Source: Coinbase
the potential to revolutionize back-office record keeping in a
wide range of industries. Numerous investment bank CEOs have commented on how much they like Blockchain for
this reason and have been testing it in-house for some time; Goldman Sachs has suggested that Blockchain settlement
efficiencies could save global stock market participants up to $6 billion a year. Whatever the final outcome with
Bitcoin, the underlying Blockchain technology is here to stay.
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Outlook
Writing an outlook after such a strong year feels particularly challenging, and I suspect that our crystal ball is no
more or less accurate than normal. Investment markets reflect a somewhat euphoric atmosphere, buoyed by one
of the longest periods of economic expansion on record; as is usual, investors are starting to think that the central
banks will support the status quo forever...that the U.S. can continue its slow growth indefinitely without worrying
about a recession. These investors have immense confidence in the ability of policy makers to help the economy
navigate uncharted waters, and will often point to Australia as evidence that this is not out of the realm of possibility (Australia’s resource-based economy has managed 25 years without a recession).
There are certainly reasons for continued optimism. The global economy is firing on all cylinders, and the synchroRobert J. White
nized global expansion is accelerating. In the U.S., economic growth is expected to continue its strong momentum
CFA®, CFP®
into 2018 with a solid boost from the recent tax reform; holiday auto sales were the best in three years and manufacturing activity across the nation is accelerating. Europe is benefiting from its fastest rate of growth since 2011,
Director of
and with still very accommodative monetary policies, stronger growth is forecast. And the emerging markets, where
Investments
86% of the world’s Millennials live, continue to demonstrate a self-sustaining growth that is supported by growth in
consumer spending and consumption. All of these factors provide a solid outlook for continued earnings growth in
2018, with forecasts ranging from 8% to 11.8%.
Despite these tailwinds, a banner year performance should make one think even more about the downside
risks. Including dividends, the U.S. equity was positive in every single month of 2017, and multi-decade long records
are being broken for the number of trading days without a correction; this is the longest stretch without a 5% drawdown in the last 66 years and the longest without a 10% correct for 20 years. In the midst of such complacent markets it is easy to overlook valuations. The current S&P 500 Index cyclically-adjusted Price/Earnings ratio is 33 times;
with the exception of the tech-bubble in 1999, this is the highest reading since records began in 1881.
Although the second longest economic expansion on record provides some justification for current U.S. equity market valuations, equities are without doubt at the more expensive end of their range. While markets could ‘melt-up’
this year, stretched valuations make the market pretty vulnerable to bad news and are likely to result in much more
muted returns over the next 3-5 years. Despite it being just 10 years since the Great Recession, the ‘R’ word now
seems almost an anachronism to some. But, as the Federal Reserve raises rates, we must remain cognizant of the
risks of recession, a risk that the market tends to price in between 6 and 12 months ahead of it happening. To be
clear though, we do not expect a recession in 2018.
Despite investor fears, the Trump Administration has not augured a return to market volatility. While the first year
of his presidency has seen a marked lack of investment market volatility, global political risks continue to bubble
higher. On the policy front, there is the increasing risk that central bankers make a mistake as they navigate a return
to more normal monetary conditions. In the U.S., it seems likely that interest rates will be raised three or even four
times during this year; while investors currently seem to be enthused by this, it is possible that quantitative tightening will cause them to take fright at some stage. Additionally, there remain risks due to the President’s somewhat
combative style; a collapse of NAFTA and war on the Korean peninsula are just two of the current issues that could
adversely affect investment markets.
So how are we navigating these rosy yet uncertain waters? Having increased equity exposure at the start of 2017,
we are now more neutrally allocated and have a bias towards international equities. Despite stretched valuations,
there are numerous tailwinds that could propel the market much higher. Notwithstanding this, we will likely use any
further equity market strength to gradually reduce U.S. equity exposure in client portfolios. Remaining well diversified and prudently reducing risk is likely to be rewarded as this market enters what could be its final innings.
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Market Data
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Please visit our website, www.MarketStreetTrust.com for additional information on the funds and any investment fund updates.
As always, please feel free to contact us if you have any questions about the investment program or your personal portfolio.
80 E. Market Street, Suite 300 ǀ Corning, New York 14830 ǀ 607.962.6876 phone ǀ 607.962.6709 fax
499 Park Avenue, 26th Floor ǀ New York, New York 10022 ǀ 212.400.9070 phone ǀ 607.962.6709 fax
www.MarketStreetTrust.com
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This presentation has been prepared by Market Street Trust Company. The views expressed herein represent opinions of Market Street and are presented for informational purposes only. They are not intended to be a
recommendation or investment advice and do not take into account the individual financial circumstances or objectives of the investor who receives it.
Certain statements included in this presentation constitute forward looking statements. Forward looking statements are not facts but reflect current thinking regarding future events or results. These forward statements are
subject to risks that may result in actual results being materially different from current expectations.
Past performance (before and after taxes) does not guarantee future performance. There is no assurance that Market Street Trust Company funds will achieve their investment objectives, or that they will or are likely to achieve
results comparable to those shown herein, or will make any profit, or will be able to avoid incurring losses. Exposure to foreign currencies may cause additional fluctuation in the value of any investment. Each investor must
assess the suitability of an investment, one’s tolerance for risk and the impact on one’s diversification strategy. This presentation does not constitute an invitation to buy or an offer to sell securities, or any other products or
services.
This is intended as general information only. Investors in these funds may be required to meet certain criteria under the securities laws in order to qualify. Any discussion of U.S. tax matters is not intended and cannot be used
or relied upon for the purpose of avoiding U.S. tax-related penalties.
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