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US Markets
After a rough start to 2018, the broader U.S. indices ended the first half of the year with mixed returns. The S&P 500 had a
price increase of 1.67%, while the Dow Jones Industrial Average was down 1.81% and the NASDAQ Composite came in
strong with a gain of 8.79%, dominated by just a few stocks such as Amazon and Netflix. The Bloomberg Barclays US
Aggregate Bond Total Return Index was down 1.62% for the same period.
Over the long run, investors who are globally diversified
among asset classes, such as stocks and bonds tend to fare
better than those invested solely in domestic assets. That is
why it is more appropriate for investors to gauge the first half
of 2018 through a suitable benchmark, which is more
representative of a “portfolio” of investments guided by your
own personal goals and risk tolerance. At Surevest, we use
Morningstar Targeted Risk benchmarks to give our clients an
independent and transparent metric in which to gauge
personal performance. The table on the right displays the
Morningstar benchmark returns for the first half of 2018.

BENCHMARK

RETURN

Morningstar Moderately Conservative Target Risk

-0.53%

Morningstar Moderate Target Risk

-0.31%

Morningstar Moderately Aggressive Target Risk

-0.03%

Morningstar Aggressive Target Risk

0.46%

Reconsidering what “conservative” means in a rising rate environment
Bonds are normally considered a less risky asset class relative to stocks. However, what we have observed so far this year
is that bonds have performed worse than stocks. You can see this illustrated in the Morningstar index returns above. The
more “conservative” the investor, the greater the underperformance has been. This is yet another shot across the bow at
conventional wisdom in this changing market. Investors should reconsider what a conservative allocation should look like in
a rising interest rate environment and find new ways to manage risk. The old playbook that says to simply increase bond
exposure to reduce risk may be flawed after a historical bull market in bonds.
In the current interest rate environment, the Federal Reserve has been increasing short term rates. We began the year with
the Federal Funds Target Rate at 1.5% and it is currently at 2.0%. It is also expected that the rate will be increased by .25%
one to two more times this year.
This hawkish policy has put some pressure on the longer end of the yield curve, which has caused the 10 Year
Government Treasury Note to increase from 2.46% at the beginning of the year to 2.86% as of July 18th. In fact, the
yield reached as high as 3.11% on May 17th.
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US Markets - Continued

Federal Funds Target Rate is colored white and measured on the right Y-axis. 10 Year Government Note is colored yellow and measured on the left Y-axis

There is a reciprocal effect between interest rates and bond prices. As rates move up, bond prices move down and vice
versa. A good way to see the relationship is to imagine owning a bond with a coupon of 2.5%; if rates move up, then new
issuers will offer higher coupon bonds. If new bonds are paying a coupon of, say 2.86%, then the older bond that only pays
2.5% is no longer attractive. Investors would not buy the older bond unless, they were compensated for purchasing a bond
with a lower coupon. This compensation comes in the form of a lower price for the older bond.
Duration is a metric used to measure the expected price movement of a bond for a small parallel shift in the yield curve. The
greater the duration, the more the price of the bond is expected to move up or down. If rates were expected to move down,
then holding a bond with a higher duration would make sense because the investor would benefit from a higher bond price
relative to short duration bonds. However, we are in an environment where interest rates are expected to move up; therefore,
skewing your bonds toward a lower duration has made more sense in our view.
In fact, that is the way our portfolios have been constructed. The duration in our strategies have been decreased relative to
the Morningstar Targeted Risk Index and has worked reasonably well this year.
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International – Emerging Market Update

After two years of strong returns, emerging markets have run into headwinds in 2018. For the period of January 2016
through the end of 2017, the MSCI Emerging Market Index gained 54.50% total return. However, year-to-date, the index is
down 5.66% total return. This change naturally leads to question if it still makes sense to be invested in emerging markets.
We believe the answer is “Yes.”
To arrive at that conclusion, it is important to look at the fundamentals. If nothing has materially changed in the
fundamentals, then it makes sense to continue to invest in emerging markets. According to Shaw Wagener, portfolio
manager at Capital Group, corporate profits in emerging markets continue to grow, in addition company cash flows are
improving and balance sheets are healthier.1
It is important to remember that investing in emerging markets is not a tactical (short term) investment management
decision, but rather a structural one (fundamental long term). Markets throughout the world, are not expected to move up
and down together, yet a positive return is expected from making those investments over the long run. This differential in the
sequence of returns typically creates a “smoothing” of returns. This smoothing reduces portfolio swings and allows for
more frequent compounding that contributes towards better risk adjusted performance in the long run. That is an important
benefit of diversifying globally.
That being said, issues such as political headline risk can create a bumpier ride in the short run. Using the standard
deviation of returns as a measure of risk, the MSCI Emerging Markets Index has seen an increase year-to-date as
compared to the period of January 2016 through the end of 2017. We expect to see more volatility considering
geopolitical risk such as trade tariffs and presidential elections in countries that comprise the index.
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International – Emerging Market Update - Continued
Capital Ideas looked at two other factors that could negatively affect emerging market returns; as long-term investors in this
region, we pay close attention to the level and change in these factors. These two metrics are the Fed raising short term
rates in the U.S and an increase in commodity prices. Investments are relative, meaning if money is put to work in emerging
markets, then the opportunity cost means putting that money to work elsewhere, say the U.S. It is believed that as the Fed
raises short term interest rates, then investors could sell out of more risky investments, such as emerging markets, and
place their funds in safer areas like the U.S. This market behavior would cause a lower return in emerging markets.
Five different rate hike periods were observed, and it turns out that the emerging market returns have on average been
positive during those periods.2

Annualized returns for equities during Fed hiking cycles
TARGET FEDERAL FUNDS RATE (%)
RATE-HIKE CYCLE

ANNUALIZED TOTAL RETURNS (%)

START

END

DEVELOPED

EMERGING

Mar 1988 — Feb 1989

6.50

9.75

20.6

28.8

Feb 1994 — Feb 1995

3.00

6.00

-2.5

-18.8

Jun 1999 — May 2000

4.75

6.50

13.4

11.8

Jun 2004 — Jun 2006

1.00

5.25

13.1

33.3

0.00—0.25

1.75—2.00

12.2

14.5

Dec 2015 — Present

Sources: Capital Group, Federal Reserve, MSCI, RIMES. As of 6/27/18. For each cycle, total returns are annualized from the date of the first rate hike
through the date of the last rate hike. Developed represents the MSCI World Index; Emerging represents the MSCI Emerging Markets Index. All returns
in U.S. dollars.
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International – Emerging Market Update - Continued
Generally speaking, emerging markets are prone to movement in commodity prices. The concern is that as the prices of
commodities increase, this will have a negative impact on emerging markets. However, as observed by the chart below, the
MSCI Emerging Markets Index and the Bloomberg Commodities Index, the emerging markets index has become less
dependent on the movement of commodity prices. This is primarily due to a shift towards greater domestic consumption as
these economies continue to mature. Hence, creating a long-term opportunity for multinational corporations to increase
their customer base, and for investors to access areas of faster growth than seen in developed economies.

Our largest exposure to emerging markets is found in our most aggressive strategy, Core I+6. This portfolio has a 10.97%
exposure to emerging markets vs the benchmark at 8.18%. We don’t believe it is necessary to make any shits out of
emerging markets and view this pullback as a buying opportunity for the long-term growth component of our portfolios.
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International – Trade Tariffs
Tariffs have been the hot topic of geopolitical risk in 2018. There have been a lot of threats of tariffs along with tariffs that
are now in place. Last year, the U.S. imported about $2.4 trillion in goods; so far, the Trump Administration has enacted
tariffs on $85 billion worth of goods or 3.6% of total imports in 2017. At first glance, this amount may not seem large, but
what makes it alarming is that the president has talked about enacting tariffs on $700 billion worth of goods. That amount
would certainly affect the global growth we have seen in the last few years.
It is difficult to quantify by how much this policy
would affect global growth, but one thing is sure, it
is not good for any nation. Going back to
Economics 101, it is argued that under free trade,
countries should focus on producing goods in
which they have a comparative advantage, trade
the excess production and import goods in which
the production opportunity cost is not attractive. If
every country focuses on producing and exporting
the excess goods with the lowest relative
opportunity cost, and imports goods with the
highest relative opportunity cost, then the theory
argues that everyone would be better off.
In practice, this theory is accepted; however,
President Trump states that our trading partners
are not playing fair. Therefore, he is using tariffs to
even the playing field. The president has said that
for many years, China has kept their currency
devalued to boost exports; he has also said that
the Chinese are stealing our intellectual property.
China denies the allegations and has stated that
they will match the U.S. tariffs dollar-for-dollar. It is
worth noting that in 2017, the U.S. exports to China was $129.8 billion, but the U.S. imports from China was $505.4
billion.3 In other words, China cannot play tit-for-tat because the U.S. has stronger leverage.
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International – Trade Tariffs - Continued
There is a lot of uncertainty around how the tariffs will affect global growth, but the basic link is that trade wars will lead to
lower real GDP growth. This lower output is expected to translate to lower corporate profit and earnings growth, which
should lead to lower equity prices.
At the moment, we still believe that a full trade war is not imminent. Wharton School finance professor Jeremy Siegel was
on CNBC earlier this month with the same view. He stated that the markets have put a 10 percent probability on a trade war,
but if things get out of hand, then there is a lot of downside.4 We will continue to monitor the situation closely and keep you
updated through our weekly and quarterly commentary.
As always, thank you for your continued trust, confidence and for allowing us to play a role in securing your family’s financial
future.

Robert J. Luna, CIMA®, AIF®

Luis Galdamez, CFA®, CFP®, ChFC®, AIF®
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Emerging Markets Outlook: Any silver linings amid the volatility? Capital Ideas: https://www.thecapitalideas.com/articles/outlook/emerging-markets-outlook
Emerging Markets Outlook: Any silver linings amid the volatility? Capital Ideas: https://www.thecapitalideas.com/articles/outlook/emerging-markets-outlook
United States Census Bureau: Foreign Trade. https://www.census.gov/foreign-trade/balance/c5700.html
CNBC website https://www.cnbc.com/2018/07/09/jeremy-siegel-im-still-very-cautious-but-jobs-report-gives-me-hope.html

Disclosure: The opinions and forecasts expressed are those of the author, and may not actually come to pass. This information is subject to change at any time,
based on market and other conditions and should not be construed as a recommendation of any specific security or investment plan. Past performance does not
guarantee future results.

