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Dear Valued Client:

As the year began there seemed to be little that could unnerve this market as it continued to march higher. We have come to 
expect nothing less than a straight line upwards with subdued volatility. As mentioned in the previous Investment Outlook where I 
referenced “I Don’t Want to Spoil the Party” refrain, the road to returns cannot be as simple as it once was. 

We had been lulled into a period of cooperative interest rates and rising equity markets. But that is changing, as interest rates 
have quickly moved higher and the market’s volatility has spiked. The CBOE Volatility index, (more commonly known as the VIX) 
representing the volatility of market index swings rose from the nonsensical single digit levels to more realistic long term averages 
of mid-teens and periodically spiking in the low twenties recently. What does all of this mean? Simply put, we are coming off an 
uncanny time of dormant market activity and likely entering a period of more normalized higher return fluctuations in the equity 
market. And this period of volatility has ramifications for investors.

The ramifications of heightened volatility, regardless of reasons, and there are plenty (rising interest rates, technology scandals, 
trade tariff threats, etc.) can create knee-jerk reactions but for the rational investor, incredible opportunity. 

First, in order to avoid the unnecessary reactions to market volatility, it is important to understand how we positioned the portfolios 
for this scenario. To that point, Michael Godwin speaks to some of the more relatively conservative positions we hold as ballasts 
in this market environment. These conservative positions exist in times of elevated valuations and volatile markets. In addition, 
to avoid the pressure and sell off of rapidly rising interest rates, we have positioned the fixed income portion of your diversified 
portfolio with a heavy emphasis on how to manage rising rates. Where we may have sacrificed additional yield, we have aimed to 
more than adequately compensate for this with risk measures that look to limit losses when rates move up. Managing risk is equally 
important and performance cannot be viewed within a vacuum.

The second key point to this recent volatility is to seek opportunities within rapidly changing markets. When everything is rising 
in the same direction, with same stride, and little variance to each other, passive management is preferred. But when there is 
heightened volatility, active management can seek opportunities outside of an index weighting and where outliers exist. Higher 
volatility creates a bifurcation in security pricing and presents opportunities that did not previously exist when stocks march in 
subdued unison. Within this environment, we will continue to push through the market disparity for investment opportunities and 
seek value opportunities, be it in domestic markets or often overlooked overseas markets. 

The Fragasso Financial Advisors Investment Committee completed their full day off-site quarterly investment review. With careful 
examination and critical thinking, our committee spent extensive amount of time measuring and analyzing the current market. The 
following pages address those issues and more with our current portfolio positioning. Regardless of the current investment climate, 
we continue to actively manage risk on a full-time basis through time-tested, textbook principles.

• Maintain asset allocation in line with objectives. 
• Manage portfolio risk and interest rate sensitivity. 
• Hedge riskier positions to protect against worst-case scenarios. 
• Adjust tactically within market dynamics.

If you find our methodology helpful and believe others may also benefit, please don’t keep us a secret. We have a dedicated and 
experienced team that stretches across multiple disciplines to generate the insights to help other people, organizations and 
businesses that are important to you. 

We sincerely appreciate your business.

 
DANIEL DINGUS, AIF®, MBA
president and executive director of portfolio management
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-0.76%

U.S. Equity LARGE CAP

-0.24%

U.S. Equity SMALL/MID CAP

+1.42%

EMERGING Markets

MAJOR ASSET Class Returns Q1 2018

U.S. EQUITIES U.S. Equities succumbed to bouts of volatility in the first quarter. Inflation scares and fears 
of a more aggressive Fed rate hike cycle, sent shares of equities lower beginning in February. 
Fortunately, stocks are not nearly as expensive as they were coming into the year, but with 
growth slowing sector positioning within equities will continue to be a very important source of 
alpha. Read more about areas for investing opportunity on page 6.

International Equities were a mixed bag through the first quarter of 2018. As a group, the 
emerging market index was the only major benchmark to have positive returns through March, 
while developed international stocks lagged most other broad market indices. Read more 
on page 8 to see how international equities may be affected as economic growth 
slows.

Fixed Income returns continued to be muted as interest rates steadily marched higher in the 
first quarter. Though interest rates rose at a quicker pace than we initially anticipated, we 
continue to believe that we are in a “lower for longer” era of interest rates. The bias over the 
medium term will be that rates rise as the Fed continues its hiking pattern, but a slowdown in 
growth will keep a ceiling on how high rates can rise. Read more on page 10 to hear our 
thoughts on the sector. 

-1.46%

FIXED Income

-1.53%

DEVELOPED INTERNATIONAL
Markets

As of March 31, 2018. Source: Morningstar Direct 

INTERNATIONAL 
EQUITIES

FIXED INCOME
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a  m o r e  Volatile Environment

We’ve said before that we believe the most beneficial outcome to the equity markets this  
year will be if the market can remain essentially flat, while multiples contract and earnings  

grow; this would help alleviate concerns about being in an over-valued equity market.

Boring is usually better for investors. Though 2017 saw its share of geopolitical headlines, the 
equity markets generally remained calm and saw a continued, steady rise in returns. Stock 
market volatility, as measured by the VIX, hit an all-time low in November after dropping more 
than 17 percent in all of 2017.1  Investors had become very complacent. 

OPPORTUNITIES f r o m
Overlooked Headlines

By  M I C H A E L  G O D W I N,  C FA

1 https://qz.com/1154499/the-vix-2017-was-the-least-volatile-year-in-decades/
2 https://www.cnbc.com/2018/01/24/stock-market-off-to-best-start-in-31-years-bodes-well-for-2018.html
3 Morningstar Direct

That start of 2018 has been markedly different than its antecedent. It may seem like a distant memory, but 2018 initially saw the best 
start to the stock market in 31 years.  Through January 28, the S&P 500 returned 7.6 percent,2 but the rally quickly stalled as stock 
markets around the globe plummeted in the first week of February. A very strong U.S. jobs report and concerns that inflation would 
materially increase were catalysts for the stock rout as investors became increasingly worried that the Federal Reserve would raise 
rates at a faster pace than expected. To juxtapose how different 2017 was compared to the beginning of this year, we can look at the 
number of instances in each year where the markets had outsized gains or losses. In 2017, the stock market was open for 250 days, 
and in that time there were only eight instances where the S&P 500 closed higher or lower by more than one percent. To put that in 
context, there have been 60 trading days through March 2018 and already we have seen 23 days where the S&P 500 closed higher or 
lower by more than one percent.3  After a complacent 2017, we are reminded that stocks can go down as well as up and that volatility 
can’t remain in the doldrums forever.
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A fortunate side effect from the recent bouts of volatility is that stocks no longer appear as expensive as they were coming into the 
year. Beginning in January, the Price to Earnings (P/E) ratio for the S&P 500 stood at 18.5, above the 20 year average of 17.2.4  The 
equity market sell off beginning in late January was somewhat unique as company’s earnings expectations continued to march 
higher but the price which investors were willing to pay came under pressure. This resulted in the P/E ratio dropping to a more 
reasonable 16.8.5  

Nevertheless, investors and clients still have fears that this pro-longed bull market will come crashing down, if for no other reason 
than it’s been nine years since the last major correction. We’re not in that camp; yet. There is little doubt in our minds that we are 
moving from the equity friendly environment of strong economic growth coupled with low inflation, to a more ominous scenario 
where growth, though strong, begins to stagnate and inflation readings surprise to the upside. 

This leads us to believe that the next few years will consist of more muted equity market returns than those that investors have 
become accustomed to over the better part of the past decade. Our objective is to continue to remain diversified but take advantage 
of a more volatile equity environment. The portfolio  management department continues to research investment options that can 
outperform in scenarios where equity returns fall short of double digits.

4 Morningstar Direct
5 http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/spearn.htm
6 Thomson Reuters
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At Fragasso, we maintain investment portfolios diversified across all asset classes to reflect 
a global allocation and a long-term focus on balancing return and risk objectives. We seek 
to outperform the markets through both tactical asset allocation and investment selections.  
Here’s where we see and don’t see those opportunities going forward:

INVESTMENT Opportunities

› U.S. EQUITIES

• Stock market valuations retreated beginning in February as volatility reemerged and stocks sold off. Fortunately it 
was valuations that drove stocks lower as earnings expectations continue to be very solid for U.S. companies. 

• Over the last four years large cap stocks have outperformed small cap stocks by more than three percentage points 
annually.  We anticipate this trend to continue throughout 2018, albeit at a more tepid pace. Generally as growth 
slows, larger stocks hold up better. However, in an environment where inflation expectations are increasing and 
concerns over potential trade wars continue to loom strong, small cap stocks can catch up to its larger brethren.

 › INTERNATIONAL EQUITIES

• International market valuations are attractive relative to U.S. markets, though our overweight conviction in the 
overseas markets has dissipated as global growth looks to slow down and the European Central Bank (ECB) is set to 
begin tapering later this year.

› FIXED INCOME

• In mid-2017 we implemented a laddered bond strategy within our client’s fixed income portfolios as we believed 
interest rates would prove volatile given a Fed hiking environment coupled with economic growth that was “as good 
as it gets.” We were of the belief, and still are, that the most prudent approach would be to not reach for returns 
within fixed income, but to diversify from equities and preserve capital. 

U N D E RW E I G H T OV E RW E I G H T

U N D E RW E I G H T OV E RW E I G H T

U N D E RW E I G H T OV E RW E I G H T
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U. S. S E C TO R  and 
Asset Class Returns

Source: Thomson Reuters EIKON; Data as of 3/31/2018
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K E Y  TA K E AWAYS
• Within U.S. equities, cyclical sectors have continued to outperform defensives, but there remains a wide disparity 

of returns amongst sectors. Growth, once again, is outperforming value stocks as we’re in the latter stages of this 
economic rally. 

• Economic data is beginning to weaken, albeit from very elevated levels, but still remains strong. Equity returns can 
still be positive in this environment, but investors should anticipate a bumpier ride.

• It’s quite clear that we are still in an environment where the Fed anticipates raising rates consistently through the end 
of 2019. During these periods earnings multiples tend to contract as the Fed tries to force rates higher as the market 
views Fed policy as restrictive to economic growth.   

• Within the US, we recommend an essentially neutral stance toward defensive sectors versus cyclicals, with higher 
interest rates posing a valuation problem for defensive sectors (which are often viewed as bond proxies).  

Consumer Discretionary
Consumer Staples
Energy
Financials
Healthcare
Industrials
Materials
Real Estate
Tech
Telecom
Utilities
S&P 500
S&P 500 Value
S&P 500 Growth

U.S. Equities

SECTOR LE ADERS        

• Technology – Though a lot of controversy 
surrounded this sector in the first quarter 
particularly regarding privacy issues with Facebook, 
Tech stocks continued their march higher and now 
represent more than 25 percent of the S&P 500. 

• Consumer Discretionary  – Low unemployment 
and a tax cut helped full growth in this sector. 
However, with consumer savings rates at depressed 
levels and gas prices hitting a three year high,  we 
remain cautious on the revenue growth outlook for 
companies in this sector.

 
SECTOR L AGGARDS     

• Telecom – “Bond proxy” stocks such as Real Estate 
and particularly Telecom suffered materially as 
interest rates moved higher. The Telecom sector 
is comprised of only four major stocks, so the 
movements of one or two can significantly impact 
the sector’s overall performance. 

• Consumer Staples  – Consumer Staples stocks were 
expensive heading into the year as investors bid up 
the price of safety. As earnings came under slight 
pressure in this sector, coupled with high valuations 
and an increase in interest rates, Consumer Staples 
significantly lagged in the first quarter. 
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U.S. Equities

             C YCLICAL S              DEFENSIVES             
CONSUMER DISCRE TIONARY  

A slight acceleration to wage growth has provided an added 
boost to the Consumer Discretionary sector, a trend that we 

believe can continue throughout the year.   

ENERGY  
One year ago the price for a barrel of oil was a little over $50, 

today that same barrel cost $65.3 A 30 percent increase in the price 
of oil helped energy stocks do well in the back half of 2017. During 

the broad market sell off beginning late January, energy stocks 
fell too far and too fast. We’ve just recently seen energy stocks 

regain some ground as oil prices continue higher.   
 

FINANCIAL S 
Performance has been middle of the road so far this year. The 

sector still looks relatively cheap, but with potentially good 
reason. Though the Fed continues to raise rates on the short end 

of the curve, longer dated rates are not moving up quite as fast. 
This is akin to a yield curve flattener, which can be a difficult 

environment for financial stocks. 
 

INDUSTRIAL S 
Arguably the most expensive cyclical sector.  

As we forecast growth to slow, we maintain an  
underweight exposure to this sector.  

MATERIAL S 
Questions around global growth and waning demand in  

China have weighed on sector returns thus far, and we believe  
this can continue even with the rise in overall commodity prices 

that we have witnessed.  

RE AL ESTATE 
Valuations are susceptible to inflation-driven  

moves in interest rates, and there are increasing concerns  
about commercial real estate.  

TECHNOLOGY 
The sector now comprises more than 25 percent of the S&P 

500, which raises some red flags. Issues stemming from privacy 
concerns could warrant additional regulation into some of the 

larger market participants. 

CYCLICALS VS.
DEFENSIVES

CONSUMER STAPLES  
Finding volume growth as opposed to price increases is critically 
important. This would magnify benefits of cost savings efforts. 
Higher interest rates are an offsetting negative to higher 
valuation multiples.  
 
HE ALTHCARE 
This sector historically has done well in environments when the 
Fed is increasing interest rates. This is also a defensive sector that 
should hold up well if economic growth continues to slow. 
 
TELECOM  
A proposed merger between Sprint and T Mobile could create 
additional competition amongst the (potentially soon to be) big 
three. Dividends are adequately covered in this sector and a hold 
is warranted to hedge against market turbulence.    
 
UTILITIES 
Expensive on valuation metrics, but this has been the case for 
several years. We think pure-play utilities with well-covered 
dividends are reasonable investments as these should hold up 
well even if interest rates continue to rise. 

While the bar for economic growth is fairly low over the next several quarters, a high 
starting valuation does not afford much room for error. Valuations, in aggregate, are 
roughly equally demanding for both cyclical and defensive sectors.  

3 Thomson Reuters EIKON  

Footnote: “Cyclicals are a higher weight in the S&P 500 index than defensive 
sectors. The bar represents our views on how to tilt between the categories 
relative to one another.”
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K E Y  TA K E AWAYS
• Despite recent market volatility, the global economy is still expanding albeit at a slower pace.

• Emerging market indicators show we are mid-cycle in terms of development and growth and   
 valuations in international markets appear more attractive than the domestic market.

• Expect continued volatility over the trade war rhetoric, although these rumors and tactics are   
 expected to subside rather than escalate in the medium term.   

10 US Business Cycle Expansions and Contractions. National Bureau of Economic Research. [Online] http://www.nber.org/cycles.html.
11 JP Morgan Guide to the Markets 2Q pg. 18. 2018
12 Citi Research: Global Equity Quarterly Buy the (Bigger) Dips pg. 8. 2018
13 Citi Research: Global Equity Quarterly Buy the (Bigger) Dips pg. 1. 2018
14 Citi Research: Global Equity Quarterly Buy the (Bigger) Dips pg. 3. 2018

+POSITIVES            

• While the equity market recovery just surpassed its ninth anniversary, there is still rationale to believe we are not yet at the end of 
the stock market rally. While it is typical to see a recession occur at least once every decade10  the recovery from the Great Recession 
has been slow.11 Research shows that the economy follows four phases: economic recovery, economic expansion, higher volatility, 
recession12; and we show signs that we are still in phase three of the economic cycle. Phase three typically involves credit spreads 
widening, equities markets making new highs but with increased volatility and pullbacks getting bigger, all of which tends to 
lead to growth/momentum strategies outperforming.13  There is no clear indication how long this phase can last: 16 months in the 
late 1980s, 32 months in the late 1990s, and only four months in 2007.14 While we know all bull markets must come to an end, we 
don’t yet see the indicators pointing to a bear market and still recommend keeping international equities as a strategic part of the 
portfolio. 
 
 
 
 
 
 
 
 
 
 
 

• Emerging markets had a strong 2017 and there is reason to suspect they still have room to grow. Emerging markets appear to be 
mid-cycle while their developed market peers are decidedly late-cycle. Research shows that valuations in emerging markets are 
slightly above average, but capital expenditure is still below its long-term mean which is a bullish signal, and return on equity 
is fairly valued. In terms of equity flows, there has been a strong return to emerging markets, yet investors continue to remain 
underweight to this asset class. Given the emerging market climate, we expect stocks in these countries to continue growing but 
would extend a word of caution. Though emerging markets are one of our preferred investment areas over the next five years, we 
recognize that the asset class has a higher degree of volatility than its developed market peers and could come under pressure 
should the global growth forecast continue to slow. However, this idiosyncratic risk should create buying opportunities, and we 
continue to search for attractive entry points to increase our exposure in this space.

INTERNATIONAL Equities
By  M I TC H E L L  A N D E R S O N
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15 Nathan, Allison. Goldman Sachs Top of Mind: Trade Wars 2.0 pg. 3. 2018
16 Xi Pledges a More Open China, Increased Imports and Lower Auto Tariffs. Wei, Lingling. April 10, 2018, Wall Street Journal
17 JP Morgan Guide To The Markets pg. 48. 2018

-NEGATIVES            

• The U.S. tariffs issued on aluminum and steel (along with select imports from China) have caused volatility in the domestic and 
global markets. While China has retaliated by initiating tariffs on U.S. exports, it is anticipated that a trade war will be avoided and 
the recent tariffs will have little impact on global economic growth and inflation over the long run.15 China President Xi Jinping 
recently spoke at an annual economic summit and promised to increase imports, accelerate foreign access to China’s financial sector, 
provide greater protection for intellectual property, and reduce ownership restrictions for foreign car makers.16 While the President 
didn’t directly speak to the recent tariffs, he showed signs that the Chinese want to avoid an all-out trade war and negotiate with the 
Trump administration.   

• While the global economy appears to be rolling on all cylinders, there are signs that this economic expansion is slowing and we 
may be entering a peak in the economic cycle. The Global Purchasing Managers Index (PMI) around the globe is above 50 and 
many countries display a metric above 55 (a figure above 50 signals economic expansion while a figure below 50 signals economic 
contraction)17. Though these numbers are strong, data point to momentum beginning to wane. 

INTERNATIONAL Equities
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K E Y  TA K E AWAYS
• The yield curve, which shows the difference investors require from holding shorter term bonds vs. longer dated bonds, 

has been flattening since 2014. Though the yield curve has not inverted, a curve that is this flat could signal that 
economic prospects over the medium term may begin to wane. 

• Interest rates, as measured by the U.S. Treasury 10 year bond, have increased from 2.46 percent to 2.74 percent over 
the first three months of the year,18  a pretty sizable move given such a low starting point. We believe that the jump in 
interest rates stems from an increase in inflation expectations as opposed to an increase in economic growth forecasts. 

• In general, weak economic growth tends send interest lower; a situation we think is not out of the question over the 
remainder of the year.

FIXED Income

18 https://fred.stlouisfed.org/series/DGS10

Y I E L D  C U RV E  F L AT T E N I N G

E C O N O M I C  G R OW T H  V S. I N T E R E S T  R AT E S
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FIXED Income

18 https://fred.stlouisfed.org/series/DGS10

+POSITIVES            

• Though the Fed insists on having a very transparent and “boring” approach to balance sheet normalization, they can only dictate 
what the front end of the curve looks like. Longer dated interest rates are driven by, amongst other things, inflation and economic 
growth expectations. Our views on the yield curve will help us on positioning within fixed income portfolios. 

• As investor’s search for yield continues, it is important to remain disciplined in positioning for the future fixed income environment. 
We remain underweight long duration instruments, such as government bonds, and have implemented capital preservation 
strategies in the portfolio.

• Additional volatility within the fixed income markets should give active managers a greater probability to outperform.

-NEGATIVES            

• As we have mentioned in the past, we believe the 30 year bond bull market has ended. Interest rates will stay lower for longer but 
returns going forward will most likely be muted. 

• The yield curve flattening is a sign that growth may be weakening. We also believe that the bond market is signaling that a late cycle 
tax cut, which will leave the U.S. more heavily indebted, is not a panacea for further growth. 

• With returns in fixed income looking to be muted in the medium term, the main objective within fixed income is to preserve capital 
and provide adequate diversification from equities. 



A word about risk: Equities may decline in value due to both real and perceived general market, economic and industry conditions. Investing 
in the bond market is subject to certain risks including market, interest rate, issuer credit and inflation risk; investments may be worth more 
or less than the original cost when redeemed. Investing in foreign denominated and/or domiciled securities may involve heightened risk due 
to currency fluctuation, economic and political risk, which may be enhanced in emerging markets. Mortgage and asset–backed securities may 
be sensitive to changes in interest rates, subject to early repayment risk, and their value may fluctuate in response to the market’s perception 
of issuer credit worthiness; while generally supported by some form of government or private guarantee, there is no assurance that private 
guarantors will meet their obligations. High-yield, lower-rated securities involve greater risk than higher-rated securities; portfolios that 
invest in them may be subject to greater levels of credit and liquidity risks than portfolios that do not. Alternative strategies such as arbitrage, 
hedged equity, market neutral or long/short may result in higher internal transaction costs and tax consequences of short-term gain. Funds 
may engage in option transactions and short sales. Option transactions involve special risks that may make it difficult or impossible to unwind 
a position when the fund desires. With short sales, you risk paying more for a security than you received for its sale. In addition to the normal 
risks associated with investing, merger arbitrage strategies may realize losses if the proposed reorganizations in which the strategy invests are 
renegotiated or terminated. Other arbitrage strategies may include but are not limited to convertible risk, synthetic convertible risk, convertible 
hedging risk, and covered call writing risk. In hedged equity strategies, selling index call options can reduce the risk of owning equities, but it 
limits the opportunity to profit from the increase in the market value of equities in exchange for the upfront cash at the time of selling the call 
option. Additionally, hedged equity strategies may lose part or all of the cash paid for purchasing index put options. Unusual market conditions 
or the lack of a ready market for any particular option at a specific time may reduce the effectiveness of a hedged strategy. Diversification does 
not ensure against loss. There is no guarantee that these investment strategies will work under all market conditions or are suitable for all 
investors. Each investor should evaluate their ability to invest long-term, especially during periods of downturn in the market.

Investment Advice offered through Fragasso Financial Advisors, a registered investment advisor.
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An investment in Exchange Traded Funds (ETF), structured as a mutual fund or unit investment trust, involves the risk of losing money and should 
be considered as part of an overall, not a complete investment program. An investment in ETFs involves additional risks such as not diversified, price 
volatility, competitive industry pressure, international political and economic developments, possible trading halts, and index tracking errors. There 
is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified portfolio. Diversification does not protect 
against market risk. No strategy assures success or protects against loss. A bond ladder, depending on the types and amounts of securities within the 
ladder, may not ensure adequate diversification of your investment portfolio. The potential lack of diversification may result in heightened volatility 
of the value of your portfolio. You must perform your own evaluation of whether a bond ladder and the securities held within are consistent with your 
investment objective, risk tolerance and financial circumstances. Please consider that Issuers can buy (call) back callable bonds if their price exceeds 
a predetermined level, which typically occurs when interest rates fall. The ETF than has to replace these bonds with lower-yielding alternatives or 
companies may refinance their debt because of prolonged low interest rates. You want to ensure you hold your bonds to maturity, diversify your assets, 
use high credit quality bonds, and avoid high yielding bonds at any credit rating.

We guide. For life.SM


