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KEY TAKEAWAYS
FROM A YEAR OF SURPRISES

2017 was a year that reinforced a key tenet of long-term investing: While one can reasonably
assess the outlook for long-term asset class returns, markets often perform very differently
than expected in the short term. Happily, 2017 was a year of upside surprises. To tease out
all that was learned, let’s start with a quick look at what transpired.
A TURN FOR THE UNEXPECTED
At the end of 2016, the Trump election fueled expectations that a
new Republican majority would enact fiscal stimulus. Consequently,
Currency US stocks that stood to benefit from potential tax cuts and/or infraReturn
structure spending soared. But in the end, the trends that drove the

Local
Return

#1 Assumption: US stocks were the place to be due to
pro-growth domestic policy
Reality: After years of underperforming the US, non-US
stock markets posted the strongest returns

markets in 2017 had little to do with US policy. Instead, markets were

As we discussed in our October paper “Broaden Your Horizons,”

more heavily influenced by changing patterns of late-cycle global

overseas stock returns outpaced those of US markets for dollar-

growth and earnings.

based investors (Display 1). Why? After years of challenged
economic growth relative to the US, economic momentum improved

Here are three of the most widely held assumptions circulating when

in all major regions of the globe in 2017. And earnings growth

the year began—and some of the drivers behind the unexpected

at overseas corporations, which had also been tested, notably

outcomes along the way.

exceeded that of US companies.

DISPLAY 1: THIS YEAR, THE TABLES TURNED WITH NON-US MARKETS BEATING US MARKETS
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Past performance is not necessarily indicative of future results. US stocks are represented by the S&P 500 Index, emerging markets by the MSCI
Emerging Markets Index, and developed international by the MSCI EAFE Index. An investor cannot invest in an index. These figures do not reflect the deduction
of management fees and other expenses an investor would incur when investing in a fund or separately managed portfolio.
Source: FactSet, MSCI, S&P, and AB
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This gathering momentum was supported by two additional factors

and flocked to non-US stocks. And a weaker dollar represented the

outside the US: receding political uncertainty and broad-based

icing on the cake. It contributed to—but didn’t dominate—the strong

reforms. As examples of improved political stability, voters in

returns of overseas stocks when translated back to dollars.

Europe elected more centrist candidates than had been feared, and

#2 Assumption: US interest rates would begin to rise as the
Fed pursued a path towards normalization

leadership in Japan and China remained firmly in charge. Meanwhile,
broad-based reforms generally favored shareholders, particularly in

Reality: Long-term rates did not rise in tandem with
short-term rates

Japan.

In the aftermath of the US election, fiscal stimulus seemed imminent.
This could have spurred faster-than-expected economic growth

Political stability and overseas reforms
helped support non-US markets.

and inflation and, ultimately, a hawkish Federal Reserve. Yet, while
the Fed did raise short-term rates, long-term rates actually declined
slightly (Display 2). That’s because inflation
—and inflationary
expectations—remained quite muted, especially as infrastructure
spending failed to materialize in the US. At the same time, monetary

Given that valuations of non-US stocks had been cheaper than those

policy remained quite accommodative outside the US, fueling

in the US, investors took notice of this convergence of positive news

demand for relatively high-yielding US bonds.

DISPLAY 2: US YIELD CURVE FLATTENED AS SHORT-TERM RATES INCREASED
US Treasury Yield Curve
3.5

One Year Ago

12/31/2017

3.0

Yield (Percent)

2.5
2.0
1.5
1.0
0.5
0.0

0

5

10

15

20

25

30

Maturity (Years)
As of December 31, 2017. Past performance is not necessarily indicative of future results.
Source: FactSet and AB
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Investors benefited, as the decline in longer-term rates resulted

began in 2009 and ranks among the longer expansions on record.

in stronger bond returns than expected at the outset of the year.

Accommodative monetary policy around the globe has been a

However, the flattening yield curve has put some market participants

calming factor, and central bankers have repeatedly reassured the

on edge, as such patterns have often occurred before recessions.

markets that the path to higher rates will be gradual.

In our view, while an economic slowdown will occur at some point,
we see no signs of a recession unfolding in the near term. On the
contrary, economic growth around the globe continues to gain

Today’s economic recovery is benefiting
from an uncommon second wind.

momentum, with manufacturing indices and sentiment indicators
showing ongoing improvement.
#3 Assumption: Volatility would likely pick up after a period
of unusual calm

But what about geopolitical concerns? A number of external threats

Reality: Equity market volatility remained at historic lows,
despite an array of geopolitical concerns

have unsettled investors of late, yet the market seems unperturbed.
This indifference confounds some, but it’s actually consistent with

Both actual and implied US equity market volatility remains quite

historical trends. Many investors equate heightened geopolitical

low relative to history (Display 3). The key reason is that the global

risks with market risks, and thus market downturns. But the two

economy has been steadily improving with little volatility, and with

have seldom gone hand in hand. In fact, equity markets have quickly

no major economies contracting and many accelerating. This

overcome past crises, since they rarely have a lasting impact on the

represents an unusual second wind for an economic recovery that

business cycle.

DISPLAY 3: US EQUITY MARKET VOLATILITY IS AT HISTORIC LOWS
S&P 500: Realized Volatility and Implied Volatility*
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As of December 31, 2017. Past performance is not necessarily indicative of future results.
*Realized volatility is calculated based on the 30-day trailing return (annualized assuming a 260-day year). Implied volatility, known as the VIX index, gauges
investors’ expectations of equity market volatility over the next 30 days. It is calculated based on the future volatility implied from S&P 500 index option prices.
The VIX increases when investors become more uncertain of future market direction.
Source: Bloomberg, FactSet, and AB
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MUST ALL GOOD THINGS COME TO AN END?
In retrospect, it’s not surprising that stock markets performed well in

It’s natural to wonder whether
this benign backdrop can persist.

2017, as steady economic growth around the globe, low inflation, and
easy monetary policy would normally be expected to support stock
prices. Importantly, equity markets have been propelled by earnings
growth rather than by a meaningful increase in price/earnings ratios.
In our view, valuations stand at the high end of the normal range, but
are not excessive relative to still-low interest rates around the globe
(Display 4).

REINING IN EXPECTATIONS
As stated at the outset, markets are difficult to forecast in the short
term. That said, while we remain positive on the outlook for equities,

That said, as we approach the ninth year of economic expansion—

we don’t expect 2018 to replicate the strong market returns of 2017.

the third longest in terms of the duration of past recovery periods—

Rather, we expect both stock and bond returns to be more moderate

it’s natural for investors to wonder whether this benign backdrop

over the next five years than in the past five years, but with stocks

can persist. In our view, while stock market pullbacks are always a

likely to significantly outperform bonds (Display 5, next page).

possibility, we would expect any correction to be brief and shallow.
We simply do not see the types of imbalances that would lead to a
significant and prolonged downturn.

For stocks, consider the law of averages. Our projected median
five-year annualized returns for US stocks hover at roughly 6%,
with prospects for global equities slightly higher. In 2017, both the
broad US market and global stocks advanced by more than 20%,

DISPLAY 4: GLOBALLY, HEALTHY EARNINGS DROVE STRONG

RETURNS IN 2017*

DISPLAY 4: GLOBALLY,
HEALTHY
EARNINGS
DROVE
IN 2017*
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ACWI: Total
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As of December 31, 2017. Past performance is not necessarily indicative of future results.
*Earnings growth is calculated as the year-over-year change in earnings (2017E earnings relative to 2016 earnings). Dividends are calculated as realized
dividends. P/E expansion is calculated as total return less EPS growth and dividends.
Source: FactSet and AB
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suggesting some of the upside potential for future returns has been

And, while some worry about what could derail the market’s

pulled forward. Reversion to the mean would follow a familiar pattern.

ascent, we’ve also seen some unanticipated pockets of excessive

Consider 2013, when the S&P 500 Index surged by 32%, followed

enthusiasm (sidebar, p. 8). Here are the questions we’re keeping top

by a healthy 14% gain in 2014. Yet by 2015, stocks were up by only

of mind as we position your portfolios for the long run.

1.4% and 2016 seemed relatively uneven until the market climbed in
the final months.

A number of questions loom as we
consider positioning for 2018.

In addition, the strength of the global economy could itself lead to
changing dynamics. With improving employment around the globe,
wage pressures could develop, causing inflation to increase and
spurring central banks to raise interest rates more rapidly than
currently expected. And higher-than-expected interest rates—
especially for long-term bonds—could have a dampening effect on
stock returns as well as bond returns.

How will tax reform impact the market?

In our view, recent changes to the US tax code are neither
revolutionary nor likely to have a large impact on the US

POSITIONING FOR POSSIBILITIES

economy, which is already doing quite well; we expect tax

While acknowledging these risks, we continue to see near-term
positive momentum in both the economy and the capital markets.

changes to add 0.2%–0.3% to US GDP growth in 2018 and
2019. Corporate tax cuts could provide a modest benefit to the

DISPLAY 5: FUTURE RETURNS ARE LIKELY TO BE MORE MODEST
Projected Median 5-Year Annualized Return*
7.6%
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Muni Bonds
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There is no guarantee that any estimates or forecasts will be realized.
*Projected pretax five-year compound annual growth rate. US stocks modeled as 30% US diversified, 30% US value, 30% US growth, and 10% US small-/
mid-cap. Non-US stocks modeled as 75% developed international and 25% emerging markets. Global stocks are modeled as 19.5% US diversified, 19.5%
US value, 19.5% US growth, 6.5% US small-/mid-cap, 26.25% developed international, and 8.75% emerging market. Bonds are modeled as intermediate-term
diversified taxable bonds. Reflects Bernstein’s estimates and the capital-market conditions as of June 30, 2017. Based on Bernstein’s estimates of the
range of returns for the applicable capital markets over the periods analyzed. Data do not represent past performance and are not a promise of future
results or a range of future results. See Notes on Wealth Forecasting System on page 9 for further details.
Source: AB
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stock market, as higher after-tax profits and repatriated foreign

geographic diversification and by exposures to disparate

cash will likely lead to more buybacks (as evidenced by the Bush

factors such as quality, momentum, growth, and value. In our

tax cuts) as well as some increase in capital expenditures. But

bond portfolios, we have been making modest adjustments to

it’s also possible that lower taxes will prompt corporations to

our holdings to reflect shifts in the yield curve and changing

spend more on research and development, price promotions,

credit spreads. For those with bond-heavy allocations, we may

and advertising and therefore provide less benefit to near-term

recommend assets that protect against interest rate risk, such

earnings. For these reasons, our US equity portfolios remain

as portfolios of floating rate loans to middle market companies.

highly diversified and focused on companies capable of generating high returns on capital from organic growth, not just on
those expected to benefit from lower tax rates.
Which types of stocks appear most attractive?


Will inflation stay low forever?

Economists have been surprised by stubbornly low inflation
even as the global economy and employment have improved
in recent years. But inflation’s noticeable absence is unlikely

We expect stock selection, rather than broad themes, to drive

to persist. We have long recommended that investors whose

performance in the period ahead. A few trends remain visible.

portfolios support necessary spending should retain exposure

For example, we continue to expect a slight advantage to

to investments that protect against rising inflation, such as

non-US stocks, due to still-cheaper valuations and the fact that

inflation-sensitive bonds, real estate-related securities, and

many overseas companies are earlier in the earnings recovery

commodities.

cycle than their US peers. And in terms of style, there has been
some recent rotation away from one of the notable trends of
2017, which was the significant outperformance of growth
stocks, such as Facebook and Alphabet in the US or Alibaba
and Tencent in China. However, we don’t see this as a time to
make a bet on style or factor rotations. Rather, we see individual
stock selection as critical, due to the increasing performance
dispersion that is occurring within industries as companies
adapt to new technologies and changing consumer behaviors.
What if rates rise more rapidly than expected?


Why should I worry about volatility?

Markets have been unusually tranquil because the global
economy has been calm, and because central bank actions
have been very accommodating to investors. That will change
at some point. Therefore, our goal is to help you maintain a
portfolio allocation that can withstand unexpected market
stress by including assets that have low correlation to stocks
and bonds, such as hedge funds and securities with floating
interest rates.

We continue to expect a gradual increase in interest rates across

WITHSTANDING MARKET TURNS

the yield curve. But given the strength of the US economy, we

Diversification by asset class and geography remains an investment

now expect the Fed to raise short-term rates four times in 2018.
And, while central banks around the world have been very good
at telegraphing their intentions, any movements that veer from
expectations could create volatility in both stock and bond
markets. In our equity portfolios, we manage risk by maintaining

truism—and for good reason. 2017 was a year filled with surprises
on a number of fronts, underscoring the need to prepare for a wide
range of scenarios. What may seem like a foregone conclusion in
January often looks quite different with the benefit of December’s
hindsight. 
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CRYPTOCURRENCIES: UNEXPECTED EXUBERANCE
Amidst investor unease about geopolitical issues and
stretched valuations, there’s been a burst of euphoria in one
corner of the market: cryptocurrencies.
In mid-December, a single Bitcoin traded at roughly
$16,000—up over 1,500% in the past 12 months—despite
its dubious value as a payment mechanism. As a frame of
reference, payment systems like Mastercard process more
than 50,000 transactions per second while Bitcoin can
process less than 10. That difference really adds up: in the
third quarter of 2017, Mastercard processed nearly 17 billion
transactions on its platform compared to just 22 million for
Bitcoin (Display 6).
Much like the dot.com boom in the late 1990s, the popularity
of early cryptocurrencies like Bitcoin has spurred the creation

of many more. Today, there are more than 1,000 different
types in the market. While one or more of these cryptocurrency systems may endure, much of the current investment
popularity is of a speculative nature. Even advocates can’t
agree on how cryptocurrencies should be valued, as dramatic
price volatility has made the idea that they are “currencies”
less credible.
Nevertheless, the blockchain technology that has made
cryptocurrencies possible is an important innovation that
promises improvements in speed and costs for payment
activities or managing supply chains and logistics. The fact
that many established financial, technology, and industrial
companies are already using blockchain technology is potentially transformative and could open up new investing themes.

DISPLAY 6: IS BITCOIN A CURRENCY?

Bitcoin
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~50,000†

16,851

22
~10
# of Transactions Processed per Second
Past performance is not necessarily indicative of future results.
As of November 30, 2017. †At peak capacity.
*Transactions for Mastercard are represented by all switched transactions for 3Q17.
Source: FactSet, CoinDesk, and Mastercard
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# of Million Transactions* (3Q17)

NOTES ON WEALTH FORECASTING SYSTEM
1. Purpose and Description of Wealth Forecasting System
Bernstein’s Wealth Forecasting SystemSM is designed to assist investors in making long-term investment decisions
regarding their allocation of investments among categories of financial assets. Our planning tool consists of a four-step
process: 1) Client Profile Input: The client’s asset allocation, income, expenses, cash withdrawals, tax rate, risk-tolerance
level, goals, and other factors; 2) Client Scenarios: In effect, questions the client would like our guidance on, which may
touch on issues such as when to retire, what his/her cash-flow stream is likely to be, whether his/her portfolio can beat
inflation long term, and how different asset allocations might impact his/her long-term security; 3) The Capital Markets
Engine: Our proprietary model, which uses our research and historical data to create a vast range of market returns, taking
into account the linkages within and among the capital markets, as well as their unpredictability; and 4) A Probability
Distribution of Outcomes: Based on the assets invested pursuant to the stated asset allocation, 90% of the estimated
ranges of returns and asset values the client could expect to experience are represented within the range established by
the 5th and 95th percentiles on “box-and-whiskers” graphs. However, outcomes outside this range are expected to occur
10% of the time; thus, the range does not establish the boundaries for all outcomes.
Expected market returns on bonds are derived taking into account yield and other criteria. An important assumption is
that stocks will, over time, outperform long bonds by a reasonable amount, although this is in no way a certainty. Moreover,
actual future results may not meet Bernstein’s estimates of the range of market returns, as these results are subject to a
variety of economic, market, and other variables. Accordingly, the analysis should not be construed as a promise of actual
future results, the actual range of future results, or the actual probability that these results will be realized.
2. Retirement Vehicles
Each retirement plan is modeled as one of the following vehicles: traditional IRA, 401(k), 403(b), or Roth IRA/401(k).
One of the significant differences among these vehicle types is the date at which mandatory distributions commence.
For traditional IRA vehicles, mandatory distributions are assumed to commence during the year in which the investor
reaches the age of 701/2. For 401(k) and 403(b) vehicles, mandatory distributions are assumed to commence at the later of
1) the year in which the investor reaches the age of 701/2, or 2) the year in which the investor retires. In the case of a married
couple, these dates are based on the date of birth of the older spouse. The minimum mandatory withdrawal is estimated
using the Minimum Distribution Incidental Benefit tables as published on www.irs.gov. For Roth IRA/401(k) vehicles, there
are no mandatory distributions. Distributions from Roth IRA/401(k) vehicles that exceed principal will be taxed and/or
penalized if the distributed assets are less than five years old and the contributor is less than 591/2 years old. All Roth 401(k)
plans will be rolled into a Roth IRA plan when the investor turns 591/2 years old, to avoid minimum distribution requirements.
3. Rebalancing
Another important planning assumption is how the asset allocation varies over time. Cash flows and cash generated from
portfolio turnover are used to maintain the selected asset allocation between cash, bonds, stocks, REITs, and hedge funds
over the period of the analysis. Where this is not sufficient, assets are assumed to be sold to rebalance.
4. Expenses and Spending Plans (Withdrawals)
All results are generally shown after applicable taxes and after anticipated withdrawals and/or additions, unless otherwise
noted. Liquidations may result in realized gains or losses, which will have capital gains tax implications.
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5. Modeled Asset Classes
The following assets or indexes were used in this analysis to represent the various model classes:

Asset Class

Modeled As

Annual Turnover

Cash Equivalents

3-month US Treasury bills

100%

Int.-Term Taxables

Taxable bonds of 7-year maturity

30

Int.-Term Diversified Municipals

AA-rated diversified municipal bonds of 7-year maturity

30

US Diversified

S&P 500 Index

15

US Value

S&P/Barra Value Index

15

US Growth

S&P/Barra Growth Index

15

US Small-/Mid-Cap

Russell 2500 Index

15

Developed International

MSCI EAFE Index (Unhedged)

15

Emerging Markets

MSCI Emerging Markets Index

20

6. Volatility
Volatility is a measure of dispersion of expected returns around the average. The greater the volatility, the more likely it is
that returns in any one period will be substantially above or below the expected result. The volatility for each asset class
used in this analysis is listed in the Capital-Market Projections section at the end of these Notes. In general, two-thirds
of the returns will be within one standard deviation. For example, assuming that stocks are expected to return 8.0%
on a compounded basis and the volatility of returns on stocks is 17.0%, in any one year, it is likely that two-thirds of
the projected returns will be between (8.9)% and 28.8%. With intermediate-term government bonds, if the expected
compound return is assumed to be 5.0% and the volatility is assumed to be 6.0%, two-thirds of the outcomes will typically
be between (1.1)% and 11.5%. Bernstein’s forecast of volatility is based on historical data and incorporates Bernstein’s
judgment that the volatility of fixed income assets is different for different time periods.
7. Technical Assumptions
Bernstein’s Wealth Forecasting System is based on a number of technical assumptions regarding the future behavior of
financial markets. Bernstein’s Capital Markets Engine is the module responsible for creating simulations of returns in the
capital markets. These simulations are based on inputs that summarize the current condition of the capital markets as of
December 31, 2016. Therefore, the first 12-month period of simulated returns represents the period from December 31,
2016, through December 31, 2017. A description of these technical assumptions is available on request.
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8. Tax Implications
Before making any asset allocation decisions, an investor should review with his/her tax advisor the tax liabilities incurred
by the different investment alternatives presented herein, including any capital gains that would be incurred as a result
of liquidating all or part of his/her portfolio, retirement-plan distributions, investments in municipal or taxable bonds, etc.
Bernstein does not provide tax, legal, or accounting advice. In considering this material, you should discuss your individual
circumstances with professionals in those areas before making any decisions.
9. Capital-Market Projections

Asset Class

Median 40-Year
Growth Rate

Mean Annual
Return

Mean Annual
Income

One-Year
Volatility

40-Year Annual
Equivalent Volatility

Cash Equivalents

3.6%

4.0%

4.0%

0.3%

13.9%

Intermediate-Term
Diversified Municipals

3.9

4.2

4.0

3.9

10.2

Intermediate-Term Taxables

5.0

5.4

6.6

4.9

12.0

Global International Taxable Bonds—
Hedged

4.3

4.7

5.7

4.1

12.5

US Diversified Stocks

7.7

9.5

3.2

16.4

23.9

US Value Stocks

8.0

9.7

3.9

16.0

23.3

US Growth Stocks

7.5

9.6

2.6

18.2

25.4

US Small-/Mid-Cap Stocks

7.9

10.1

2.9

18.7

25.8

Developed International

8.5

10.8

3.5

18.1

24.6

Emerging-Market Stocks

6.7

10.8

4.7

26.1

31.3

Inflation

3.3

3.7

n/a

1.2

13.6
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