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Domestic Equities

Drive Performance

The returns exhibited by global equity
markets masked a large degree of
variation throughout the quarter just
ended. The Russell 3000 Index captured
a return of 7.1% with a preponderance
of this return contributed by large-caps.
U.S. large-cap stocks led the way, rising
7.4% while U.S. small-caps rose 3.6%.
Outside the U.S., stocks in developed
markets rose 1.4% while those in
emerging markets declined 0.8%.

In July, excluding emerging markets,
each of the other equity asset classes
temporarily held the top position for
returns. Thereafter, U.S. large-cap stocks
resumed their leadership while both
stocks in developed and emerging
markets slumped. This was indicative
of investor sentiment favoring the U.S.
as the preferred domicile for equity
investors, specifically companies with
global exposure. Note we are currently
overweight in U.S. large-caps.

Fixed income eked out a small gain,
rising 0.02% for the quarter. The dollar
was firmer versus a basket of other
currencies and also closed the quarter
with a modest gain.

All of our allocation models captured
positive performance during this

past quarter. Those allocations that
included equity exposure exhibited
higher performance attributed to our
overweight in U.S. large-caps as well as
our emphasis on growth over value.

Observations

the face of modest inflation. Anticipation
of an additional rate increase during the
fourth quarter remains high, and will
probably constrain investor sentiment
and returns relating to the fixed income
asset class.

Domestic equity markets continue to
appear attractive in light of current
valuations. Revenues continue to expand
while corporate profitability is anticipated
to grow at double-digit rates through

the remainder of 2018 and into 2019.

For 2018, earnings are estimated to

grow in excess of 20.0% year-over-year
for domestic equities, as measured by

the Russell 3000 Index. This appears to
be supported by analyst estimates for
sustainable growth in revenues. These two
data points suggest a continuation in the
expansion of domestic equity valuations.

A review of valuation indicates that, on
a price-to-earnings (P/E) basis, at 19.9x
trailing 12-month earnings, the Russell
3000 Index is trading near its historical
high. This has called into question the
continuation of the current uptrend in
domestic equity valuations. When one
factors in analyst estimates for earnings
growth discussed above, the forward P/E
is 16.8x, which is somewhat more in line
with historical valuations. Opportunity
appears to exist within domestic equities
given revenue and earnings growth,
coupled with the current structure of
interest rates.

Outside the U.S., opportunity appears
somewhat muted on a relative basis.

Within developed markets, revenues are
expected to modestly contract year-over-
year before expanding in 2019. Earnings
growth currently pales compared to

the U.S. Historically foreign developed
markets trade at a discount to the U.S.
and, at a P/E of 15.4x trailing 12-month
earnings, are currently priced at a
discount to historical valuations. Given
their performance year-to-date, coupled
with modest earnings growth, developed
markets may look undervalued. Caution
should be exercised given economic
and geo-political considerations currently

in play.

Outlook

Given our outlook for fixed income,
specifically the expectation for higher
rates, we remain underweight in this
asset class. With regard to equities, it

was somewhat surprising that returns for
both developed and emerging markets
rebounded during the last few days of the
quarter. Given the relative valuation of
foreign equities to domestic equities, the
question arises: Does this recent uptick
indicate a sustainable trend? As we stated
above, we approach markets outside

the U.S. with caution. At this time we
continue to favor U.S. equities over foreign
and emerging for the reasons presented
above. We retain our overweight in U.S.
large-caps, with our bias toward growth.
We continue to monitor the dynamics
within the global markets, ever vigilant to
more efficiently manage relative risk and
prospective return.

As expected, the Federal Reserve (Fed) Asset Allocation Positioning  (as of 9/30/18)

raised rates at quarter-end, and the yield Conservative Moderate Aggressive
on the 10-year U.S. Treasury rose to over Income Growth Growth Growth Growth
3.0%, hitting a near-term high last seen Cash Equivalents Over Over Over Over Over
in May. Expectations for the c-ontinuation Total Fixed Income Under Under Under Under N/A
of the U.S..eC(.)nomicv expanSI(?r?, Core Bonds Under Under Under Under N/A
cou'pled with increasingly p95|t|ve High-Yield Bonds Neutral Neutral Neutral Neutral N/A
business and consumer sentiment, -

appear to support the thesis that the Total U.S. Equities N/A Over Over Over Over
Fed can continue its plan to raise rates Large /Mid-Cap N/A Over Over Over Over
without restraining economic growth. Small-Cap N/A Neutral Neutral Neutral Neutral
This sentiment is rooted in enhanced Total Foreign Equities N/A Neutral Neutral Neutral Under
corporate investment and rising wages, Developed Market N/A Neutral Neutral Neutral Under
which are expected to support a Emerging Market N/A Neutral Neutral Neutral Neutral

continuation in consumer spending in
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Starting to Believe

Interest rates drifted higher during the third
quarter. The main theme for the quarter

was that interest rates did not react as they
normally would to global events. Obviously,
the trade war rhetoric with China grabbed

the newswire, but more importantly, global
growth showed weakness and currency
volatility was a major event. The strength of
the U.S. economy is overshadowing weakness,
globally. The Organization for Economic and
Co-operative Development (OECD) puts out

a leading economic index for many countries
around the globe. A year ago, 80% of the
countries were experiencing more growth than
in the prior year, but this had fallen to just 24%
in the latest release.

Currency volatility surged during the quarter
to reach levels similar to 2015-16 when China
devalued its currency and oil prices were in
free fall. Several emerging market currencies
are at, or near, all-time lows relative to the
U.S. dollar. Historically when global growth
is slowing and emerging market currencies
are under pressure, investors flee toward U.S.
Treasury bonds. This drives up prices and
pushes yields down. So either we are about
to see Treasury yields play catch-up to the
downside or a different dynamic is unfolding.
We tend to side with the latter.

Corporate Bonds

Corporate bonds stabilized in the third quarter
following weakness in the first half of the year.
A reduction in new supply along with rising
equity markets have been the main tailwinds
to performance. Still, excess returns remain
negative for the year as a whole. BBB-rated
bonds are riskier than A-rated bonds, but have
outperformed in a down market. Most of the
pain has been felt in longer-dated corporate

bonds whereas short-maturity corporate
bonds have provided positive excess returns
versus Treasuries.

The outlook for corporate bonds is murky
and influenced by several crosscurrents.
On the one hand, the stability in high-yield
bonds and strength in the equity market
ought to provide a tailwind. Offsetting these
is a flattening Treasury curve, rising equity
volatility, and other cross-asset correlations
which historically have led to spread
widening.

Confident Fed

The Federal Reserve (Fed) increased the
federal funds rate to 2.25% at its September
meeting and continues to remain upbeat
about the economy. The committee members
voted 12-4 in forecasting another interest
rate hike at the December meeting. This was

an increase in consensus compared to a
more split decision in the June projections.
The market is pricing only a little more

than a 70% chance of a hike for December,
which you may think is low given the strong
majority support. The market is once again
beginning to price in fewer hikes than the
Fed is forecasting. If you remember, the Fed
was forced to capitulate down to where the
market was for several years. The last year
has seen the market forced to come up to
the Fed forecasts, which has helped push up
front-end Treasury yields. Now a divergence
is forming again. There were few surprises in
the release and associated commentary and
as we continue to raise the federal funds rate
and move further along in this business cycle,
it seems each meeting is being scrutinized
more and more. The easy lifting is over as
the Fed removed “accommodative” from its
assessment of monetary policy.
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MARKET RETURNS (period ending 9/30/18)

Equity Market Total Returns (%)

Asset Class 3 Mo. 12 Mo.
Global Equities 4.28 9.77
U.S. Large-Cap 7.42 17.76
U.S. Small-Cap 3.58 15.24
Developed Markets 1.35 2.74
Emerging Markets -1.09 -0.81

Source: Morningstar Direct

Bond Market Total Returns (%)

3Yr. 5Yr. Asset Class 3 Mo. 12 Mo. 3Yr 5Yr.
13.40 8.67 Government Agency -0.01 -0.56 0.75 1.46
U.S. Investment Grade-Bonds 0.02 -1.22 1.31 2.16

17.07 e Corporate High-Yield 2.40 3.05 8.15 5.54
17.12 11.07 Credit 0.89 -1.10 2.98 3.40
9.3 A Mortgage-Backed -0.12 -0.92 0.98 2.02

Treasury -0.59 -1.62 0.23 1.34

12.36 3.61 Tax-Exempt Municipal -0.25 0.24 2.33 3.75

Source: Morningstar Direct









