
 
 

2nd Quarter 2018     

“The ideal business is one that earns very high returns on capital and that keeps using lots of capital at those high returns. That 

becomes a compounding machine." -- Warren Buffett 

Treading water 

After a three week January melt 

up and then abrupt melt down, 

equity capital markets have 

largely treaded water for the first 

half of 2018. The first half of June 

started out very strong for 

equities, and it was looking like 

the first half of the year would be 

very solid. But, investors began to take the potential for global trade wars more seriously, and the last half of June saw 

equity markets give back a lot of those returns. For the first six months of 2018, U.S. broader asset classes were positive 

lead by small cap stocks while international asset classes trailed with emerging markets posting the weakest results. 

Rising U.S. interest rates and a strong dollar caused the weakness in emerging markets. 

The easy sledding of 2017 for stocks appears to be over as investors grapple with a growing number of concerns: Tighter 

monetary policy, rising interest rates and inflationary pressures, fragile trade negotiations, and geopolitical flare-ups. 

According to State Street Global Advisors, the global synchronized growth of 2017 is dwindling a bit, and fiscal stimulus 

from tax cuts has failed to materially increase growth, thus far. The first quarter earnings season was spectacular, but it 

will also be a tough act to follow. First quarter earnings growth for stocks was the largest since Q3 of 2010 (34%, 

according to State Street), and the fourth time in the past five quarters that the S&P 500 Index has reported double-digit 

earnings growth. Plus, 78% of companies beat expectations, the highest figure on record. 

Also, stocks are no longer the only game in town. Rising interest rates have created some competition for investor 

money. For the first time since the financial crisis, the 2-year Treasury yield is more than 30% greater than the S&P 500 

Index dividend yield.  

International stocks lag 

International asset classes outpaced U.S. asset classes by a wide margin in 2017. We had moderately increased 

international allocations across portfolios due to better valuations and stronger economic growth. However, geopolitical 

flare-ups from Italian elections and global trade tensions, rising U.S. interest rates, and a strong dollar resulted in poor 

performance in the first half of 2018 in international and emerging markets stocks.  Only two Momentum Factor 

Exchange Traded Funds (ETFs), one Emerging Markets and one Developed Markets, posted positive returns through June 

30 (see ETF Returns, last page). 
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Since 1970, the track record of U.S. 

versus International stock 

performance has been 50-50, (see 

graphic, right). Relative 

outperformance of one over the 

other has occurred over fairly long 

time periods. From 2002 through 

2007, international stocks handily 

outperformed U.S. stocks. However, 

U.S. stocks have massively 

outperformed international stocks 

from 2010-2017. We believe that 

valuations in broader U.S. stocks will 

lead to lower future returns. History 

shows when U.S. stock returns are 

low, international stocks outperform.  

While we are less positive near term on Euro zone equities, we are maintaining our moderately increased allocations to 

international and emerging markets stocks within the Core ETF segment of our portfolios. Our position is also supported 

by Blackrock Investment Institute. Blackrock contends the valuation gap as a result of the massive outperformance of 

U.S. stocks over international stocks from 2010-2017 means U.S. stock returns going forward will be lower, and they 

favor International large cap and emerging markets stocks over U.S. stocks in their capital market assumptions over the 

next 5 years (below). 

 

Sector returns 

The majority of industry sectors posted negative returns in the first half of 2018. The best returns were in Consumer 

Discretionary, Technology, and Energy, which were up 11.5%, 9.4%, and 6.6%, respectively, for the period. Within the 

Consumer Discretionary sector are a few companies that many people would consider technology stocks. In fact, 
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Amazon.com Inc. is the largest holding in the Consumer Discretionary 

Select Sector SPDR ETF (XLY) with a massive 23% portfolio weighting. The 

third largest holding is Netflix Inc. with a 5.9% weighting. These two 

companies have used technological innovation to transform their 

respective industries within the Consumer Discretionary/Cyclical sectors. 

Amazon.com is a core holding within the Satellite component of our 

portfolios. Although Netflix is experiencing explosive subscriber growth, 

we think it is one of the more vulnerable of the so-called FAANG stocks as 

it is incurring heavy content liabilities in an increasingly competitive 

industry and has negative operating cash flow due to its content 

liabilities. 

The decline in the Consumer Staples/Defensive sector has created an opportunity to pick up some high quality, moat-

heavy, dividend-rich stocks at very reasonable prices. A number of companies within the sector have been used by 

investors as bond proxies in the era of low interest rates and have declined due to rising interest rates. Others are 

incurring some industry-specific headwinds that we believe are temporary. We now own about 13 or so names in this 

sector with a weighted average dividend yield of 3.2%. 

Because of the extremely positive corporate earnings environment, we 

think that there are still compelling valuations and, thus, investment 

opportunities. We looked at companies within the four top-performing 

sectors and the bottom performing sector that had analyst coverage by 

Morningstar. Then, we screened for a price- to fair-value ratio of 0.90 or 

less (10% undervalued or more). The largest number of opportunities lies 

within the Consumer Staples/Defensive sector and the fewest in 

Technology. However, on balance, plenty of favorable valuations exist 

within these and other sectors. 

Inflation disconnect 

We have discussed in the past the exponential 

growth of computing power and how it is 

transforming industries and having a 

demonetizing effect on the world. We ran 

across the accompanying chart in Blackrock’s 

June “Student of the Market” piece and 

thought we would share it with you. 

The cell phones we carry around in our 

pockets and purses are very powerful 

computers that have eliminated the need for 

us to buy things like clock radios, CD players, 

calculators, navigational equipment, cameras, 

etc.  This demonetization has caused an 
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inflation disconnect between vital services that have experienced normal or above average inflation and technology 

related items that have seen price “declines” due to quality enhancements. This is actually part of the CPI calculation.  

The exponential growth of computing power has massively improved our standard of living and has been amazing to 

witness. Many technological experts believe it has only just begun. Technological innovation is one of the primary 

reasons we believe that run-away inflation is not a long term threat. The health care industry has been a slow adopter of 

technology, and we should see a decline in inflation in health care services as better technology is implemented. 

Outlook  

While global synchronized growth and corporate profits may have peaked in the first quarter, they are still positive. 

Monetary policy may be tightening, but it is happening gradually. The huge U.S. fiscal policy package hasn’t boosted 

growth yet, but we think it is likely to do so later in the year. And, while interest rates and inflation are rising, both 

remain well below historical averages. Thus, we think we are in an environment that favors equities over bonds. 

In our last newsletter, we spoke of how volatility 

was abnormally low in 2017. In the chart (right), 

2017 saw only 4 trading days where the market 

was down 1% or more, way below the historical 

average of 29 days. There have been 14 such 

trading days thus far in 2018, which annualizes to 

only slightly above the long term average. This 

back-to-normal volatility has been healthy for 

capital markets. Valuations had become stretched 

in the U.S. and global stocks had been trading at 

the widest margin above their 200-day moving 

average over the last 10 years. The normalized 

volatility eases some of that froth and euphoria. 

We expect continuation of normalized volatility. 

The Satellite or individual stock component of our equity portfolios has outperformed the Core ETF segment through 

July 10th with returns averaging about 9%. This includes American Depository Receipts (ADRs or foreign stocks) which 

were flat to slightly up. U.S. ETFs performed well, particularly small cap and Momentum Factor based ETFs. Value or high 

dividend yield ETFs were laggards as well as all international and emerging markets ETFs. For Fixed Income, our low 

duration high quality portfolios are holding up well and are flat to slightly positive for the year, which we are pleased 

about given the rising rate environment. Interest collected, on balance, has now exceeded the moderate decline in 

prices of bonds for the year. 

With broader U.S. Indexes trading near all-time highs, we continue to favor larger allocations to individual stocks where 

we can find compelling valuations. We also favor the Quality and Momentum Factors in a strong corporate earnings 

environment. We think we are well positioned to catch the wave once the markets stop treading water. As always, we 

look forward to our visits and phone calls during the new quarter. 

—Dana L. Crosby, CFA, CFP®, Rick Stein, & Scott Wilson 
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