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Goldilocks is back and markets screamed higher in Q1
What a difference one quarter can make. The fourth quarter of 2018 set many records, unfortunately they were not positive.
Nevertheless, the Surevest Investment Committee delivered a clear message in our Q4 commentary, “For investors who
understand that volatility is different from risk, we believe this is an amazing opportunity to upgrade your portfolio, improve
your cash flow, and capitalize on fear that will eventually turn to optimism.” We do not have a crystal ball, but through decades
of experience, we have a good understanding of market psychology and that is exactly what we saw play out.
Turning to the first quarter, the year started on a strong note. The Surevest Investment Committee attributes most of the
market gains to three factors, which we will discuss in this quarter’s newsletter.

1

Federal Reserve Change of Heart
For a big part of last year, the markets and the Fed had very different expectations on the strength and growth
outlook of the economy, and therefore, different views on the path of potential interest rate hikes. On the one hand,
the Fed believed the economy was strong, and as a result, projected a couple of rate increases going into 2019. On
the other hand, the markets thought the Fed was too optimistic on the potential growth of the economy and would
need to pause sooner than they had anticipated.
The Fed ended up increasing the short-term rates in December and the markets did not take well to the move.

A few weeks later in January, the Federal Reserve Chair, Powell, delivered a speech with a much more
accommodative tone. The markets reacted well to the new outlook because the Fed appears willing to
stop rate hikes, which is a tailwind to equity prices.
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2

Lower U.S. 10-Year Treasury Yield
The yield on the 10-year U.S. Treasury has taken a much different path than what was anticipated last year. Most
market strategist believed that the yield would be heading higher, but contrary to consensus, the yields headed in
the opposite direction. It was said that higher long-term yields would discourage investors from taking on equity
exposure in favor for safer assets, such as longer-term U.S. treasury notes. This move was expected to put
pressure on equity prices as investors sold stocks for bonds. In addition, the U.S. 10-year Treasury is a basic input
to determining the intrinsic value of securities. As the yield increases, the intrinsic value of stocks falls and as yield
decreases, the intrinsic value of
stocks increase. The lower
yields helped boost the strong
stock performance last quarter
as the proposition for stocks
compared to bonds became
more favorable.

3

U.S. GDP Growth That is Just Right
The U.S. economy expanded at 2.9% in 2018, which we believe falls in the sweet spot. We want to see the
economy grow because that means more business is being transacted, which translates to higher corporate
profits and ultimately higher stock prices. However, we don’t want the growth to be too high too quickly because
that would mean the Fed is likely to step in and continue to raise short-term rates, which would ultimately slow
down the economy and increase the risk of a recession. The outlook for 2019 growth is not as strong as last year,
but we do not forecast the
growth to slow significantly.
The Fed also does not see
strong growth, but it also does
not think the economy has
stalled. This perspective
helped increase their view that
short-term rates should be put
on pause for now, which the
markets welcomed the
continued dovish tone.
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Looking Forward
All these factors create a good backdrop for continued equity growth. We believe the market will continue to reward
companies that have consistently paid and increased their dividends over the long run. We analyzed the S&P 500 Dividend
Aristocrats Total Return Index as a proxy for our thesis. The companies in the index have increased dividends every year for
the last 25 consecutive years. Looking at the last 20 years and comparing it to the S&P 500 Total Return, we can see that the
Dividend Aristocrats delivered an annual return of 8.88% vs the S&P 500 Total Return Index, which returned 5.62% annually.
We took the concept of the
Dividend Aristocrats Index a step
further and applied our own
proprietary criteria. The result
was a portfolio comprised of 40
stocks that have consistently
paid and increased their dividend
over each of the last 11 years.
We call this portfolio the Dividend
Growers. Looking at the
following metrics, our Dividend
Growers look more favorable.

DIVIDEND YIELD
DIVIDEND GROWERS
2.92%

DIVIDEND ARISTOCRATS
2.74%

BETA (5 YEAR)
S&P 500
1.94%

DIVIDEND PAYOUT RATIO
DIVIDEND GROWERS
54.93%

DIVIDEND ARISTOCRATS
67.17%

DIVIDEND GROWERS
0.81

DIVIDEND ARISTOCRATS
1.49

S&P 500
1.00

STANDARD DEVIATION (5 YEAR)
S&P 500
56.58%

DIVIDEND GROWERS
11.57%

DIVIDENT COVERAGE RATIO
DIVIDEND GROWERS
1.82

DIVIDEND ARISTOCRATS
0.96

DIVIDEND ARISTOCRATS
11.60

S&P 500
13.25%

P/E
S&P 500
1.77

DIVIDEND GROWERS
16.77

DIVIDEND ARISTOCRATS
17.87

S&P 500
18.69
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In our Dividend Grower portfolio, we decided to loosen the 25-year constraint compared to the Dividend Aristocrats because it
allowed us to included solid companies such as Visaii that have good cash but may not meet the 25-year period. This also
allows us to omit companies that are in the mature phase of their business cycle and likely to lose their competitive edge going
forward. While we loosened that criteria, we raised the criteria for areas like dividend coverage ratios. For our investors at or
nearing the distribution phase from their portfolios, these types of companies play a core role in supporting their distributions.
Our investment committee continues to shift a large portion of our research into these types of investments and we will be
talking more about this in future communications.

With Large Gain in the First Quarter, Should You Worry About
a Large Market Decline to Come?
Since we have experienced a strong first quarter, it begs the question if the returns will be given back later in the year. To
answer that question, the Surevest Investment Committee analyzed what has happened in the past when the markets have
been positive the first three months of the year.
Since 1950, the S&P 500 has had 19 years in which the first quarter witnessed a positive January, February and March. In
those years the S&P averaged an additional increase of 8.65% for the remaining 9 months. Therefore, looking back at history, a
strong start to the year has on average led to an even stronger yearly return.

* Excluded 1950 as there was no prior year based on the data set.

5/5

In the data set, there was only one year in which the previous Q4 was negative and that produced a subsequent 9 month
return of 17.79%.
Currently the S&P is at a price level of 2,879. Based on that average return over the next 9 months of 8.65%, that takes us to
a price of 3,128. On $185 next year’s earnings, that would have us trading at a price-to-earning of 17 times, which makes
3,128 a reasonable year-end target. So, just because we had a great Q1 doesn’t mean the markets must give up their gains
by year end.

Conclusion
We continue to see a positive environment for our investors for the rest of the year, but we expect volatility to increase. The
Surevest Investment Committee will continue to monitor and incorporate new economic and market data as it becomes
available in order to continue to navigate the investment environment effectively. We thank you for putting your trust and
confidence in our process. We will continue to work diligently to help you and your family achieve your personal financial
goals. Please reach out to your personal advisor with any questions.
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