
The bull market in stocks, which started after the November elections, continues to 
amaze. The S&P 500 jumped another 2.06% in September and 4.48% in the third quarter. 
The Russell 1000 Growth Index, our benchmark, finally lagged the S&P 500, rising 
only 1.30% for September. However, it continued to dominate for the quarter, jumping 
5.90%.  Year-to-date, the Russell index has seemingly been on steroids, outperforming 
the S&P 500 by 648 basis points on the strength of big gains from the “FANG” stocks. 
As for the S&P 500, this marks the eleventh straight month and the eighth straight quarter 
of positive total returns. And in September the bull market officially became the second 
strongest bull since World War II. Also, as noted by strategist Bob Doll, if 2017 trends 
hold through year end, this will mark the seventh consecutive year that stocks have 
beaten bonds, something that has never happened before. The market has been quite 
resilient, powering through the failure of healthcare legislation, fights over tax legislation, 
continued gridlock in Washington D.C. and a host of other problems. Even three massive 
hurricanes could not slow this market down.  Speaking of hurricanes, we also had serious 
fires in the west, major flooding in Texas and Florida, and an earthquake in Mexico. The 
only question that remains is “when should we expect the plague of locusts?”

Our Large Cap Core model avoided any disasters in the quarter and performed well, 
beating both the S&P 500 and the Russell 1000 Growth Indexes. Our best performing 
stocks for the period were led by Rockwell Collins, which soared 24.7% on the 
announcement that United Technologies, the maker of defense-related products, would 
acquire them for $140 per share. AbbVie was also strong, rising 23.6% on a key drug 
approval and analyst upgrades. Harris Corp., a provider of communications equipment, 
rallied 21.3% on general strength in defense-related stocks. On the flip side, lagging 
stocks included Nike which fell 11.8% as bad news continued to plague the athletic 
shoe sector during the quarter. Toro Company, maker of lawn care equipment and turf 
management systems, fell 10.2% for the period on analyst downgrades. Adjustments 
to the model portfolio for the quarter included the sale of Disney and General Electric 
and a reduction in our holdings of Toro. We also added to our Microchip Technology, 
Abbott Labs and Activision Blizzard positions and initiated a new holding in Waste 
Management.

For the quarter, the economic news was quite positive. The purchasing manager surveys 
were both excellent. The ISM Manufacturing Index rose to 60.8 in September, the best 
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reading in 13 years, up from 58.8 the prior month. Paradoxically, the result was helped a bit by the hurricanes due to technicalities in 
how index is computed, but still the results were strong. Seventeen of 18 industries in the index showed growth (a score of above 50) 
with only furniture showing contraction.  The ISM employment gauge, at 60.3, was the best result in six years. On the service side of 
the economy, the service ISM came in at 59.8, the best result in 12 years. The service sector is key because it represents about 90% 
of the economy. And we are not alone.  Across the globe, measures of economic strength are strong. Markit’s Purchasing Managers 
Indexes are indicating a sort of global synchronized growth, which is typically quite positive for equity returns (basically what we are 
seeing now). 

In other positive news, the second quarter 
GDP growth was revised upwards to 3.1% 
from 3.0%. The strongest contribution to the 
report was consumer spending while residential 
investment was weak. The outlook for the third 
quarter is for US GDP growth of 2.5%-3.0%.  
Perhaps the main fly in the ointment is that the 
Fed has started to shrink its balance sheet and 
there is much uncertainty on how smoothly that 
will go.

Turning to corporate profits, results have been 
strong thus far in 2017, after a weak 2016. For 
the S&P 500, the first quarter adjusted EPS 
increased by 13.6% followed by a solid 10.5% 
in the second quarter. The pace of growth is 
now starting to slow a bit, with the third quarter 
projected at 4.3%. This is down from the 

original 3Q estimate of 7.5%. Analyst reductions in the energy sector accounted for much of the decrease, as did hurricane impacts. 
Things are expected to bounce back in the fourth quarter with EPS growth of 11.0% projected. For 2018, analysts are expecting EPS 
growth of 11.1%. So, as we mentioned in earlier missives, what was once a Fed-drive bull market is now turning into an earnings-
driven one just at the right time, as the Fed starts to tap on the brakes.

To go along with the economic data, the stock market’s technical indicators are pointing 
mostly towards higher prices in the months to come. The S&P 500 has made 39 new 
highs this year through the end of September and other indexes have followed suit. We 
have seen the Dow Industrials and Transports; the major Russell indexes (Russell 1000 
and 2000) make new highs; the Nasdaq, etc. all hitting new highs. So, the markets are “in 
gear,” which is generally quite bullish. The NYSE Advance/Decline line has also been 
making new, all-time highs.  This is also bullish.  The stock market almost never peaks 
before the A/D line and usually not until the A/D line has weakened for at least a couple 
of months (it is a good early warning system). Of course, a quick 5%-10% correction 
is always possible and probably even healthy for the longer-term viability of the bull 
market. It allows earnings to catch up to prices and brings valuations back down to more 
comfortable levels. With earnings for the S&P 500 for 2018 projected to reach around 
$145 per share, the quarter-end 2018 P/E for the S&P 500 was 17.3x. Based on historical 
averages, that would indicate that valuations are definitely stretched. But as we have 
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pointed out previously, during periods of low interest rates and low inflation P/E ratios 
can go much higher, especially with a positive backdrop of a strong economy and good 
earnings growth. Our price target for the S&P 500 over the next few months is 2590-
2675.  We are being much more conservative than the latest projection from the Sage 
of Omaha, Warren Buffett. Buffett has recently projected that the Dow Jones Industrial 
Average will reach one million! Of course, he’s relying on the power of compounding 
over 100 years to get there, so he is likely to be right.
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