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Summers are usually quiet, but this past one felt extraordinarily serene. Even the most unpredictable tweet or 
tariff hardly stirred a ripple in the market. During the third quarter, the S&P 500 neither gained nor lost more 
than 1% in any trading day. Considering there were thirty-six days (one or two a week on average) with at least 
a 1% move in the first two quarters, and some very large one-day moves already in October, that was quite the 
summer vacation. This point illustrates the theme for the quarter: inertia. Those economic and market forces 
in motion in the first half of the year stayed in motion in the third quarter.  

Economic and survey data remains positive: 79% of our indicators currently rate as strong, while only 
commodity prices score poorly.  We have been watching the consumer this year and conclude from confidence 
surveys and 3% wage growth that the “consumer-as-the-engine-of-growth” story is intact. As a result, we think 
the risk of a U.S. recession is not substantial in the medium term.  Our in-house tactical model reflects this data 
– it owns slightly above-average risk as of the beginning of the fourth quarter.  

Table 1 shows the results of 
major stock and bond markets. 
Domestic stocks pressed higher, 
while emerging markets again are 
the weak link in global equities, 
as trade concerns continued to 
weigh on their more export-
intensive companies. Bond 
prices continued to fall, as U.S. ten-year rates moved up 0.2% during the quarter. The U.S. bond market return 
for the quarter was flat because income perfectly offset the price decline. The Fed raised short-term rates by 
0.25% last quarter, just as it did in the second quarter. Market expectations call for another rate hike before 
year-end. 

When the markets take a volatility vacation, it provides an opportunity to zoom out. We passed a notable 
milestone this quarter, ten years since the depths of the Great Financial Crisis. The decade since has seen a few 
dominant themes - a strong equity market rally, led by the U.S. (particularly technology stocks), the continued 
economic emergence of China, and persistently low interest rates manipulated by extraordinarily 
accommodative Central Bank policy, but surprisingly without associated problems with inflation. Taking the 
wide-angle, decade-long view is helpful, as we are long-term investors.  However, it also creates competition 
between two reads on current themes: 1) this is the “new normal” vs. 2) something eventually must give. 
Consider this dichotomy as it relates to three big questions. 

Big Questions

First, why do we invest in non-U.S. stocks?  Why invest outside the U.S. when the U.S. has outperformed by 
6% a year over the past decade (S&P 500 compared to the MSCI EAFE Index and MSCI Emerging Markets 
Index)?  Our answer is that there are many historical periods when non-U.S. equities outperform.  If we were 
writing this commentary ten years ago, the story would be flipped. Developed non-U.S. stocks outperformed 
U.S. stocks by 2.5% annualized, and emerging markets won by a whopping 11.5% over the prior ten years (1998 
– 2008).  A more scientific approach that examines all three-year periods since the early 1970s shows that non-
U.S. equities outperform 44% of the time. In strategic portfolios with a long-term performance time horizon, 

Table 1: Capital Market Performance
3rd Qtr Year-to-Date

Global Stocks (MSCI All Country World Index) 4.3% 3.8%
U.S. Stocks (S&P 500) 7.7% 10.6%
Int’l Developed Stocks (MSCI EAFE) 1.4% (1.4%)
Emerging Markets (MSCI EM) (1.1%) (7.7%)

U.S. Bonds (Barclays Aggregate Bond Index) 0.0% (1.6%)
Source: Bloomberg as of 09/30/2018



we interpret this data as follows: it’s not normal for the U.S. to always outperform the rest of the world, so we 
should hold a meaningful portion of our equity target allocation in non-U.S. stocks.  Tactical portfolios, on the 
other hand, rely on shorter-term trends and are expected to significantly vary the allocation between U.S. stocks 
and the rest of the world more frequently. Currently, as expected, our tactical portfolios are significantly 
overweight U.S. equities.  

Second, why bother with bonds in this environment?  Recently we’ve finally seen something start to give with 
respect to U.S. interest rates, as the ten-year yield has moved above 3%. We, and many others, can see this 
trend continuing, so we control for interest rate risk (the chief risk of high-quality bonds) in portfolios. We 
currently have less rate risk in strategic portfolios than the benchmark U.S. Aggregate Bond Index. However, 
we don’t eliminate our allocation to bonds. Some interest rate sensitive bonds are worth owning because they 
have a good chance of performing well if the stock market surprises to the downside. We also search for other 
strategies that can play a diversifying role in portfolios similar to bonds, but without the interest rate 
conundrum. Examples of these strategies include reinsurance, liquid multi-strategy hedge funds, managed 
futures, gold, and certain private hedge fund opportunities.  

Last, is the long-standing equity bull market about to give? Everyone knows uninterrupted stock appreciation 
is certainly not normal. Calling market tops is extremely difficult; rather we encourage you to rely on these best 
practices. First, make sure you understand, with our help, the downside risk in your portfolio related to an 
equity sell-off. Our intermediate risk portfolios, for example, expect to participate in about 55% of equity 
downside.  If that is your risk level, can you hold through that scenario?  If not, we should discuss your target 
risk level. Second, we have “flex beta” strategies that can move quickly to dial equity risk up or down. Using 
these in a segment of your portfolio can shift your risk based on statistically validated models (rather than 
emotion) and potentially help in a drawdown environment. 

Portfolios 

During the quarter, client portfolios benefitted from positive equity market performance. Those with 
allocations to our flex beta strategies enjoyed a further improvement. Both our internal tactical strategy and the 
BlueArc Quantitative Equity Fund have added value this year over the benchmark mix of traditional assets 
(60% global stocks and 40% U.S. bonds), which is how the strategies are funded in client portfolios.  

On the strategic side, portfolios continue to be well served by equity and fixed income active managers, as both 
have contributed outperformance this year. The previously mentioned underweight to interest rate sensitive 
bonds has also been a win for investors. In the alternatives section, strategies that act as natural disaster 
reinsurance (Stone Ridge and Pioneer) are contributing this year as hurricane season, so far, has been less 
destructive (including estimated damages from Hurricane Michael) than last year. 

Some of our long-term asset class allocations, such as small cap stocks and emerging markets, detracted from 
benchmark performance this quarter. We also have a few strategies managed by AQR that tilt portfolios towards 
defined investment styles, like the tendency of inexpensive stocks to outperform expensive ones. While these 
strategies have struggled this year, the positioning is supported by long-term analytics. This analysis shows 
historical periods when the style doesn’t work, but also shows a high probability of outperformance over longer 
time horizons.  

Outlook 

The world, and the U.S. in particular, continues to negotiate the rules of global trade. Britain is fast approaching 
its deadline to finish negotiating much more – how it will interact with the European Union going forward. 
Both matters hold potential to inject volatility into capital markets.  But, as of this writing, we don’t see anything 
here that changes our strategic positioning in client portfolios. The recent news of a new trade deal between 



the U.S., Canada, and Mexico is a positive. If the inertia of the third quarter gives way to significant volatility in 
the fourth, expect to see changes - first in our tactical positioning.  Regardless of when we hit the next volatile 
patch, our advice to clients, as always, is to prepare now by assuring that portfolio risk is well understood and 
supports long-term investment objectives. 

This material is distributed for informational purposes only. The investment ideas and expressions of opinion may contain certain 
forward-looking statements and should not be viewed as recommendations, personal investment advice or considered an offer to buy 
or sell specific securities. Data and statistics contained in this report are obtained from what we believe to be reliable sources including 
Bloomberg but their accuracy, completeness or reliability cannot be guaranteed. An index is an unmanaged weighted basket of 
securities generally representative of a certain market or asset class. An investment cannot be made directly in an index. Our 
statements and opinions are subject to change without notice and should be considered only as part of a diversified portfolio. No 
conclusion should be drawn from any chart, graph or table that such illustration can, in and of itself, predict future outcomes. You 
may request a free copy of Keel Point's Form ADV Part 2, which describes, among other items, risk factors, strategies, affiliations, 
services offered and fees charged. 

Past performance is not an indication of future returns. 

Securities offered through Keel Point Capital, LLC, Member FINRA and SIPC. Investment Advisory Services are offered by 
Keel Point, LLC an affiliate of Keel Point Capital. Keel Point does not give tax, accounting, regulatory, or legal advice to its 
clients. The effectiveness of any of the strategies described will depend on your individual situation and on a number of complex 
factors. You should consult with your other advisors on the tax, accounting, and legal implications of these proposed strategies before 
any strategy is implemented. 


