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In 2018, Expect More of the Same

Overview
A rare tailwind that
continues into 2018
is “synchronized
global growth”.
More of the world’s
central banks may
start to unwind the
extreme stimulus
measures that
have been in place
for nearly the past
decade.
The passive vs. active
management debate
will continue, fueled
by an increase in
“robo advisors”.

New York City Times Square - New Year’s Eve

Investors throughout the world had much to cheer this past New Year’s
“If the economy
starts to show signs
of overheating, the
Fed may be forced to
raise rates at a greater
frequency, which could
pressure stocks.”
Clay Brethour, CFA
President,
Buffalo Funds

celebration, as positive returns were experienced by investors throughout all
markets. Stocks in the U.S. had their best year since 2013 as the S&P 500 Index
returned 21.8% with December marking 14 consecutive months of positive returns,
a feat not achieved since 1970. Strong performance was not confined to the U.S. as
most of the major global equity markets posted double-digit returns as well.
Fixed income investors also enjoyed another positive year. While total returns
for fixed income investments were not as high as those achieved in 2016,
the market was significantly less volatile, and the high yield market did not
experience any significant sell-offs throughout 2017. It was another year where
investors ventured out on the risk spectrum in pursuit of higher yields, and as
a result, lower credit quality “riskier” bonds outperformed higher credit quality
“safer” bonds during the period.
One of the rare tailwinds that provided momentum for investors was that all of the
world’s biggest economies experienced growth at the same time, a phenomenon
described by economists as “synchronized global growth”, which continues today.
In spite of the numerous geopolitical issues facing the world last year, nearly all
regions had positive economic growth in a low inflationary environment, which we
believe will provide a good backdrop for investors in 2018.
While healthcare reform in the U.S. remained elusive last year, Congress was
successful in passing tax reform that should place U.S. companies in a better
competitive position within the global economy. Over the past 30 years almost
every developed country, with the exception of the U.S., had cut its corporate tax
rate to attract investment. U.S.-based companies were increasingly disadvantaged by
our domestic corporate tax policy and therefore many sought to reincorporate in
low-tax countries in order to compete more effectively in the global marketplace.
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With the permanent reduction of the corporate tax
rate from 35% to 21%, suddenly the world’s biggest
economy has a tax policy similar to other developed
economies. This is great news for the market.
Additionally, a provision of the tax overhaul will allow
U.S. companies to bring back cash that has been
parked overseas to avoid higher taxes with a lower
one-time cut for repatriation of earnings and cash.
While U.S. companies have nearly $3 trillion in cash
held overseas, it is estimated that nearly $400 billion
could be brought back to the U.S. in 2018. While some
countries are nervous about how a lower U.S. corporate
tax rate could affect their respective attractiveness
to investment capital, the entire world should benefit
when the world’s largest economy is healthy.
While tax reform aids Corporate America to the
greatest extent, most individuals will benefit from
lower taxes as well, but only temporarily, as the
reductions are scheduled to phase out after 2025.
In addition to the tax cuts, deregulation has been a
significant priority of the Trump Administration, as the
regulatory state is rolling back at a pace faster than
even Ronald Reagan achieved during his Presidency.
This follows years of expanding regulatory burden,
with President Obama presiding over 6 of the 7 highest
annual page count increases to the Federal Register,
where new regulatory rules are published. While it is
difficult to fully understand the impact the past decade
of regulatory expansion has had on businesses, the
Trump Administration projected that regulation took a
$1.9 trillion annual toll on the economy in 2016.
For Corporate America, there is a lot to look forward
to in 2018. The employment picture continues to
strengthen with the economy posting a record
87 consecutive months of job growth and an
unemployment rate of only 4.1%, a 17-year low.
Consumer confidence is high which promotes an
environment where consumers are willing to spend.
Evidence of that was confirmed late December, when
Mastercard reported that this past holiday season was
the largest year-over-year increase since 2011 and set
a new record for total dollars spent. Since consumer
spending accounts for 2/3 of the U.S. economy, a
healthy consumer and increasing sentiment should
help economic expansion continue throughout 2018.
Long-term interest rates have remained subdued even
with the Fed’s three short-term rate increases in 2017.
The result has been a flattening of the yield curve over
the past year where short-term rates have risen while
long-term rates moved downward. For example, the
10-Year Treasury note, a common measure of long-term
rates, yielded 2.56% at the end of 2016 but finished 2017
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lower at 2.43%. Most forecasts anticipate three rate
increases by the Fed this year, but if the economy starts
to show signs of overheating, the Fed may be forced to
raise rates at a greater frequency, which could pressure
stocks, as investors sell riskier assets and gravitate
towards higher yielding fixed income securities.
While yield spreads for non-investment grade bonds
offer little room for error, in our opinion, the high
yield asset class could deliver positive returns in 2018
due to continued strength in underlying business
fundamentals and corporate tax reform, which should
improve credit metrics and keep default rates low.
We believe corporate high yield bonds offer a more
favorable risk/reward profile relative to certain other
traditional fixed income investments (e.g., Treasuries
and other government bonds).
Higher coupon rates and lower interest rate sensitivity
characteristics (duration) of high yield corporate bonds
provide some buffer to potentially mitigate the eroding
effect higher interest rates have on traditional fixed
income securities. The primary headwind for corporate
credit is that current yields have already discounted
some of this good news. We continue to favor high
yield bonds on the higher end of the credit quality
spectrum and bonds with shorter maturities, both of
which are less sensitive to interest rate movements.
As global economy enters 2018, it is likely that more
of the world’s central banks will start to unwind the
extreme stimulus measures that have been in place for
nearly the past decade. This process is already under
way in the U.S. However, the central banks in Europe
have been reluctant to follow, thus far, despite the
world’s synchronized economic expansion.
Even as economists in Europe have increased that
region’s economic growth expectations for 2018, the
European Central Bank (ECB) plans to continue injecting
$35.5 billion into the economy each month through its
current quantitative easing program. ECB’s economists
projected in December that the eurozone’s economy will
grow 2.3% in 2018, a big increase from the 1.8% growth
projected as recently as this past September.
A final thought that investors should consider with their
investments as we look out into 2018 centers around the
passive versus active management debate, or “indexing”
trend, that continues to garner media attention. Last year
marked the conclusion of Warren Buffet’s bet that hedge
funds would underperform an S&P 500 Index fund over
a 10-year period. He won and hedge funds lost. While it
makes great fodder for the media, this bet had multiple
problems when used as evidence for comparing active
management vs. passive investing.
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For starters, hedge funds are not traditional investment vehicles one should think of as active management. High
minimum investment amounts, a lack of liquidity lockup periods which tie up investor capital for years, combined
with complicated and often murky investment strategies, make most hedge funds unsuitable for the typical
Main Street investor. The result of this 10-year bet detracts from the debate of whether or not traditional active
management strategies (e.g., mutual funds or private client individual investment strategies) are value creators
when compared to index funds and ETFs.
According to our analysis using the eVestment database (the most popular repository of fund and institutional
investment strategies available to U.S. investors) approximately $2.4 trillion dollars is currently invested in passive
index products that are designed to track the S&P 500 Index. Recall that while passive investing is lower cost, it isn’t
free, which likely guarantees a return below the S&P 500. We note that in 2017, almost 50% of U.S. active equity
mutual funds beat their benchmarks, after fees according to data compiled by Credit Suisse.
Independent investment research firm, Morningstar, makes it relatively easy to compare mutual funds to the S&P 500
on their website (morningstar.com). The results may surprise you. Active management isn’t nearly the value detractor
as portrayed in the media.

For questions or to speak with a relationship
manager about adding any of the 10 Buffalo
Funds to your portfolio, contact:
Scott Johnson
sjohnson@buffalofunds.com
(913) 754-1537
Joe Pickert
jpickert@buffalofunds.com
(913) 647-9875

Opinions expressed are subject to change at any time, are not guaranteed, and should not be considered investment advice. Past performance is not a
guarantee of future results. Index performance is not illustrative of fund performance. One cannot invest directly in an index. Please call 800-492-8332 for
fund performance.The S&P 500 Index is a capitalization-weighted index of 500 large capitalization stocks which is designed to measure broad domestic
securities markets. It is not possible to invest directly in an index. Non-investment grade bonds may be in danger of default because of the relatively
high levels of debt that the issuing company has relative to the amount of equity. Duration is a measure of the sensitivity of the price of a fixed income
investment to a change in interest rates. Nothing contained on this communication constitutes tax, legal, or investment advice. Investors must consult
their tax advisor or legal counsel for advice and information concerning their particular situation. As of 9/30/17 the Buffalo Dividend Fund had a 1.65%
position in Berkshire Hathaway. Fund holdings are subject to change and should not be considered a recommendation to buy or sell any security.
Active investing has higher management fees because of the manager’s increased level of involvement while passive investing has lower management and
operating fees. Investing in both actively and passively managed mutual funds involves risk and principal loss is possible. Both actively and passively managed
mutual funds generally have daily liquidity. There are no guarantees regarding the performance of actively and passively managed mutual funds. Actively
managed mutual funds may have higher portfolio turnover than passively managed funds. Excessive turnover can limit returns and can incur capital gains.
Stocks, hedge funds, mutual funds, ETF’s and other investments products have different risk-return profiles, which should be considered when investing. All
investments contain risk and may lose value.
Mutual fund investing involves risk; Principal loss is possible. The Funds may invest in smaller companies, which involve additional risks such as limited
liquidity and greater volatility than larger companies. The Funds may invest in foreign securities which will involve political, economic and currency risks,
greater volatility and differences in accounting methods. This risk is greater in emerging markets. The Funds may invest in lower-rated and non-rated
securities which presents a greater risk of loss to principal and interest than higher-rated securities. Investments in debt securities typically decrease in
value when interest rates rise. This risk is usually greater for longer-term debt securities.

The Funds’ investment objectives, risks, charges, and expenses must be considered carefully before investing. The
statutory prospectus contains this and other important information about the investment company and may be obtained
by calling (800) 49-BUFFALO or visiting buffalofunds.com. Read carefully before investing.
Kornitzer Capital Management is the advisor to the Buffalo Funds, which are distributed by Quasar Distributors, LLC.
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