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Special Surevest Third Quarter commentary with
Dr. Jeremy Siegel of the Wharton School
Last Thursday, we had the privilege to host a private event at the Metropolitan Club in Washington D.C. with Dr. Jeremy
Siegel of the Wharton School. We are very appreciative of the nearly two hours Dr. Siegel spoke with us, answering
questions from Surevest advisors and clients. We are excited to share his views with you this quarter.
For those of you who may not be very familiar, Dr. Siegel, whom I refer to as the “Bruce Springsteen” (The Boss) of finance,
is truly a rockstar in our industry. He is the author of the best-selling book Stocks for the Long Run and since 1976 has been
a world-renowned Professor of Finance at the Wharton School of the University of Pennsylvania.
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I was fortunate enough to take his Capital Markets course at Wharton eight years ago. Today, as a member of the
WisdomTree RIA advisory board, I have the privilege of hearing his insights and views on current market events as they play
out. Much of the framework I use in my decision processes today, as Chief Investment Strategist of Surevest, comes
directly from much of Dr. Siegel’s work.

The major points of our discussion
There are three major themes impacting your investments going into year-end that we discussed with Dr. Siegel. In this
newsletter, we will touch on each of those themes and share why they matter and the framework we are using to navigate
your investments heading into 2019. We will also let you in on the one big worry Dr. Siegel refused to share with CNBC last
Thursday for fear of scaring the markets but spoke with us about.
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Bond yields
Probably the single most important factor impacting your portfolio today is interest rates. The 10-year treasury
which now sits near 3.25%, is at the highest level since 2011. The 10-year treasury bond is the most important yield
we watch daily because this is what we use as our “risk free rate.” Seeing that all our investors have a minimum of a
10-year time horizon, we always compare each investment we make against this rate. If you can get 3.25% for
essentially no risk for the next ten years, then anything we invest in for that period must provide a return rate greater
than that. This rate is considered in every investment decision our investment committee makes.
To put today’s 3.25% in perspective, the yield on the 10-year was 1.76% just twenty-four months ago. On a
longer-term view, back before the tech bubble in 1999, rates were just over 6% and in 1981 they were sitting at nearly
16%! Historically, this 3.25% is very low but the fast move up from the high 2% range has spooked investors here in
the short run.

So why do rising bond rates matter?
As interest rates rise, they become competition for stocks which makes it more difficult for stocks to move higher.
Bonds that investors currently own also drop in value because if somebody can receive a higher rate on new bonds
today, then you would have to sell yours at a discount to provide them with the equivalent return. Therefore, we see
the most “conservative” investors in 2018 with worst returns YTD as the U.S. Agg bond index is down -2.6% YTD
and long-term bonds down over -6% as of Oct. 9, 2018 (Morningstar). This means the bond part of portfolios has
dropped in value impacting YTD performance.
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Bond yields - Continued
Higher bond yields also increase borrowing costs that impact businesses (corporate earnings) and your own
balance sheet. For businesses, as interest rates rise, more of their revenue goes towards interest payments as the
cost to finance equipment or borrow to finance areas such as research and development increase. This means
lower profits. Lower profits usually lead to declining stock prices and less new jobs for the broader economy as
companies retract.
For the average person, debts such as student loans, auto payments, mortgages, credit cards all begin to require a
higher payment as rates rise. When this happens, a larger share of a person’s take home pay goes towards paying
debt and less on spending into the economy which could lead to recession if that retraction is large enough. So, as
rates rise it is a major input on how we view the broader economy and the types of investments we want to make in
that environment.
Dr. Siegel’s take on rates: Based on one Fed hike in December and three projected in 2019, he believes the yield
curve will flatten and the 10 year should be between 3.5%-3.75% by the end of 2019. “A lot of companies finance
inventories short term and have to roll over that amount when it comes due, so higher interest rates will factor into
cost which reduce earnings. That will be a challenge for earnings going forward, which I think is a meaningful
development.”
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When is risk an opportunity in global equity markets?
We ran our own analysis on global valuations and came up with the below projections. Obviously, these are just
guidelines using the same criteria of best earnings estimates from Bloomberg and 5-year average multiples. (how
much will the market earn and what multiple for each dollar earned will investors pay). It should be noted that we
believe a discount is warranted on these multiples as rates rise. Based on the same starting point as an initial
analysis it appears the U.S. may have the least potential upside and with any multiple contraction, the most
downside on a going forward basis.
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Based on the 2018 estimated earnings on the S&P 500 and applying a P/E of 19.5, the implied 12 months price
on the index is 3172, which would a 11.9% gain from current levels.
Based on the 2018 estimated earnings on the Nikkei 225 and applying the 5-year average P/E of 19.8X, the
implied 12-month price of the index is 28064, which would be a 19% gain from current levels.
Based on the 2018 estimated earnings on the MSCI Emerging Markets Index and applying the 5-year average
P/E of 14X, the implied 12-month price of the index is 1211, which would be a 21.9% gain from current levels.
Based on the 2018 estimated earnings on the STOXX Europe 600 Price Index and applying the 5-year average
P/E of 22.2X, the implied 12-month price of the index is 580, which would be a 58.4% gain from current levels.
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Dr. Siegel’s take on global equity valuations
Based on the implied 2019 P/E for the S&P 500 of 18, Dr. Siegel’s model suggests a long-term real return of 5.5% for
U.S. equities. Going back to the early 1800’s, the average long-term real return for US equities has been 6.7%. For
investors that hold a global diversified portfolio, there are other areas in the world that offer a better investment
opportunity. “3-5 years from now, emerging markets are likely to give you the best return,” Professor Siegel
said. Emerging Markets prices have been under pressure this year, which has made their valuations more
attractive for investors looking for exposure in this asset class.
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The Labor Market & the health of the U.S. economy
As a consumer driven economy, the employment market is a crucial component in the underlining health of the
economy and markets. There is a balance of not being too hot as to propel inflation and not too cold as to create a
recession. The Fed has two core objectives which are price stability (inflation) and full employment which are both
in their sweet spot at current levels. The balancing act going forward for them is to use monetary policy (interest
rates) as a tool to keep those levels right where they are without under or overshooting to create a recession or
foster excess inflation.

Dr. Siegel’s take on The Labor Market & the health of the U.S. economy
“Our economy is growing at a speed that is demanding approximately 200,000 new workers every month. The
problem is that the demographics and slowdown in immigration means that the labor market has only been
supplying us 100,000 (monthly workers).” This phenomenon will force the unemployment rate lower and in fact
that is what we saw with the job numbers for September where the unemployment rate dropped from 3.9% in
August to 3.7% in September. The drop in the unemployment rate has not translated to wage inflation, but if we
continue at the pace of hiring on average 200,000 workers a month, Professor Siegel believes we will reach 3.5% in
the unemployment rate by Spring of 2019. The last two times the rate has been that low was during the Vietnam
and Korean wars, which both times caused wage inflation. The largest cost to production for corporations is labor,
therefore, if wages increase faster than productivity, that will put downward pressure to corporate earnings.
Professor Siegel said that the Fed is attempting to balance the demand and supply of labor by increasing short term
rates. This is a fine line that the Fed must balance because if they raise too fast and too aggressively, they will slow
down the economy more than is needed, which could potentially cause a recession.
We believe for this reason, a more cautious outlook for 2019 in U.S. equities is warranted and a shift
towards more dividend focused, value-based equities makes sense. Also, companies with strong top line
growth and low debt loads should perform well as growth becomes challenged. This is that barbell
approach we have advocated for over the past quarter.
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What did Dr. Siegel share as an improbable but remotely possible issue he was afraid to
express on national television?
“There is a possibility that China could decide as part of its strategy to get rid of US Bonds,” he goes on to say, “if
China tonight said we are getting rid of $100 billion (of US debt), you will see the Dow drop anywhere between 1000
and 2000 points tomorrow.” Professor Siegel believes the current administration is underestimating how China
could retaliate to trade tariffs. Although this is unlikely according to him, it is a possibility that cannot be
dismissed. He also expressed, “if the Dow dropped 2000 points, it would be a great buying opportunity.”

As always, we appreciate your trust and confidence in our people and processes in guiding you through your financial life.
We will continue to keep you updated weekly on our views. Please reach out to your advisor for further insight, questions or
comments.
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