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Dear Valued Client:

We just closed another strong quarter of global growth and remarkable returns across almost all major equity asset 
categories. The Beatles’ 1964 hit “I Don’t Want to Spoil the Party” seems to be an oft-played refrain in the mind of the 
conservative investor during times like these. While we certainly do not want to spoil the party, we simply observe that 
as markets rise faster than the underlying economy, the margin for error becomes smaller.

During our Annual Portfolio Management Panel Discussion event at the Heinz History Center this past September, we 
spent considerable time discussing the current economic environment, potential risk in the markets, and what makes 
this distinct from and similar to prior cycles. As asset values continue to push higher, could we see weakness in the 
market? Or, as John Lennon sang in the above song, “I wonder what went wrong, I’ve waited far too long, I think I’ll take 
a walk and look for her”. Fear of “missing out” is a dangerous way to invest but muted volatility in recent years can lure 
the investor into a false sense of security.

Global growth continues to hum along and opportunities do exist. As such, we continue to focus on a globally asset 
allocated portfolio to seek those opportunities. But as mentioned previously, the riskier assets present themselves as 
outliers to the value and appropriately priced securities we seek. To that point, Michael Godwin, Manager of Portfolio 
Strategy, speaks to some of the more relatively conservative positions we hold as ballast in this rich market. These 
conservative positions exist in times of elevated valuations but also offer a solid risk/return profile to match your 
financial goals. Put another way, “We may still be at the party but we certainly aren’t dancing.” 

The Fragasso Financial Advisors Investment Committee recently completed their full day off- site quarterly investment 
review. With careful examination and critical thinking, our committee spent an extensive amount of time measuring 
and analyzing the macro-economic backdrop of the current market. Understanding where we are in this cycle leads 
to a forecast of future company earnings. Politics, global terror threats, and weather-related catastrophes capture 
the headlines, but as Matthew Karr, Investment Research Manager, often opines, “Earnings drive the market, period.” 
The following pages address those issues and more in regards to 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. 
 • 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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4.64%
U.S. Equity  
LARGE CAP

4.89%
U.S. Equity  

SMALL/MID CAP

7.56%
EMERGING Markets

MAJOR ASSET Class Returns Q3 2017

U.S. EQUITIES U.S. Equities have continued to remain resilient through the third quarter. As 
unemployment marks cycle lows and the Fed begins to tighten further, companies will 
need to continue to find ways to grow their bottom lines. Sector positioning within 
equities continues to be a very important source of alpha. Read more about areas 
for investing opportunity on page 6.

International Equities performed very well through September of this year, despite a 
strengthening Euro. Fortunately, much of our exposure to international stocks remains 
unhedged; meaning as the U.S. dollar weakens, we get an added boost to returns. 
Read more on page 8 to see why it’s important to be selective.

Fixed Income returns continued to be muted as interest rates crept up in the third 
quarter. We continue to believe that we are in a “lower for longer” era of interest rates, 
though the bias over the medium term will be that rates rise. Read more on page 9 
to hear our thoughts on the sector.   

0.22%
FIXED Income

4.71%
DEVELOPED  

INTERNATIONAL
Markets

Source: Morningstar Direct.

As of September 30, 2017. 

INTERNATIONAL 
EQUITIES

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

Global growth is firing on all cylinders, but is this as good as it gets? We constantly monitor 
macro-economic data points, such as PMI numbers as discussed below. These metrics tell us 
if global growth is expanding or contracting. Currently, the data looks rosy, but will it last? 

Where do we go from here?

Back when we held our Portfolio Management panel discussion for clients in September, I talked about how I 
wish I could put my son in a bubble so he wouldn’t hurt himself every time he fell while trying to learn how to 
walk. My team likes to joke about two things at my expense; first, that I always try to find a way to weave my son 
into a story and second, that I have a rather cautious approach to the markets - especially at this point in  
the cycle.

As the equity bull market enters its ninth year, Fragasso’s portfolio management department continues to 
remain cautious. I’ll be the first to admit that I didn’t anticipate this strong of a rally in global equities over 
the past year. Since the July 2016 low in the U.S. ten year bond yield of 1.36 percent, the S&P 500 is up nearly 
23 percent.1  In our most recent quarterly investment committee meeting, I talked about the importance of 
tempering our clients’ expectations going forward as these strong returns are unlikely to persist. In fact, some 
prominent economists are forecasting that the yearly return on the S&P 500 over the next ten years will average 
around three percent.2 While we’re not as draconian, we do believe that equity returns are going to be more 
muted for the foreseeable future, and investors should plan accordingly. Fortunately, even in a low-return 
environment, opportunities will present themselves, allowing us to take advantage of market downturns. This 
is our primary rationale for holding what we deem to be some conservative securities. We are able to remain 
diversified within our equity holdings in order to take advantage of strong global growth while also reducing 
overall risk to our portfolios, which will allow us to take advantage of market drawdowns. 

1  Morningstar Direct – Return calculated from 07/16/2017 thru 10/20/2017
2 http://www.bradford-delong.com/2017/10/must-read-above-a-shiller-cape-of-25-we-have-essentially-three-observations-as-to-what-happens-next-hence-we-have-lit.html

OPPORTUNITIES 
from  Overlooked 
Headlines
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3 https://twitter.com/zerohedge/status/918249606588362752/photo/1

The strength of the global economy was also one of the topics 
discussed at our investment committee meeting, and we 
debated where it may go from here. In fact, as the chart below 
shows, September marked the first time since 2007 in which 
every major economy was strengthening.3 A number above 
50 means that manufacturing in that country continues to 
grow while a number below 50 signals contraction. So we 
asked ourselves, “Could this be as good as it gets?” We do 
believe that global growth can and will remain resilient into 
2018 but will come under some pressure as monetary policy 

across the world tightens. However, this should lead to added 
volatility in the equity markets, allowing us to take advantage 
of market corrections. Even if some of those economists are 
right and the average return of the S&P 500 is in the low 
single digits over the coming years, the equity markets won’t 
provide investors with a smooth ride. A choppier environment 
should be seen as an opportunity to take advantage of asset 
classes that may have fallen out of favor or to invest in those 
sectors that look more attractive relative to others, something 
we plan on doing when the time comes.

E C O N O M I C  G R OW T H
Manufacturing Sector 2017 2016

U.S.
U.K.
Japan
Germany
Canada
China
India
Brazil
Italy
Netherlands
Poland
Russia
Spain
Turkey
Mexico
Austria
Czech Republic
France
Greece
Ireland
Indonesia
South Korea

2015

531
55.9
52.9
60.6

55
51

51.2
50.9
56.3

60
53.7
51.9
54.3
53.5
52.8
59.4
56.6
56.1
52.8
55.4
50.4
50.6

51.5
55.6
50.4
54.3
50.3
50.1
52.1

46
51

53.4
52.2
51.1

52.3
48.3
51.9
53.5

52
49.7
49.2
51.3

50.9
47.6

53.1
51.6

51
52.3
48.6
47.2
51.2

47
52.7

53
50.9
49.1
51.7

48.8
52.1
52.5
55.5
50.6
43.3
53.8
47.4
49.2



5 Investment  O U T L O O K    N O V E M B E R  2 0 1 7

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

High valuation multiples are a bit at odds with the prospect of higher interest rates. While the relationship does not 
always hold in shorter periods of time, valuations are also demanding a lot of growth in corporate earnings particularly 
as policy boosts are appearing less likely. Earnings growth has accelerated to the upside, and expectations remain 
elevated. A more positive economic backdrop than we’ve seen over the last few years, however, could result in companies 
continuing to exceed expectations. 

Developed international and emerging market indices offer better valuation levels at this juncture. While valuation is 
not a catalyst for change in and of itself, we do note that, over the long-term, the “price paid” for an investment is a crucial 
determinant of future returns. After some relative improvement, we believe a relatively neutral stance on U.S. versus 
global equities is appropriate. 
 

› INTERNATIONAL EQUITIES

Accelerating global growth, as measured by global GDP, should buoy equity markets into 2018.

While a new NAFTA agreement is still far from being made between Mexico, Canada, and the U.S., the most likely 
eventual outcome is an agreement that is more favorable to U.S. trade balances.

› FIXED INCOME

With interest rates set to show more volatility over the coming years, we believe a prudent approach is to preserve 
capital. There is an inverse relationship between bond prices and interest rates – as rates rise, bond prices fall. We aim to 
protect our clients from a rise in rates. 

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



6 Investment  O U T L O O K    N O V E M B E R  2 0 1 7

U. S. S E C TO R  and 
Asset Class Returns

Source: Thomson Reuters EIKON; Data as of 10/22/2017

3 MONTH 
TOTAL RETURN

6 MONTH 
TOTAL RETURN

AVERAGE 
RANK

Consumer Discretionary
Consumer Staples
Energy
Financials
Healthcare
Industrials
Materials
Real Estate
Tech
Telecom
Utilities

0.6%
-1.5%
5.6%
7.9%
4.1%
6.1%
6.8%
1.7%

7.0%
4.0%
3.8%

4.3%
-0.4%

2.3%
15.9%
14.9%
11.5%
13.5%

3.0%
17.7%
-2.5%

7.9%

8
11
6
1
4
4
3
8
1

10
6

1 2      3     4 5 6 7  8  9  10 11

S&P 500
   S&P 500 Value
   S&P 500 Growth
Russell MidCap
Russell 2000

4.7%
4.6%
4.7%
4.0%
5.4%

10.7%
8.4%

12.7%
8.8%

10.1%

U.S. Equities
By  M AT T H E W  K A R R ,  C FA ,  M B A

K E Y  TA K E AWAYS

• Within U.S. equities, cyclical sectors have staged rallies versus defensives, buoyed by general improvements around sentiment data, 
corporate spending, and ongoing strength in the job market. 

• Corporate profits’ improvement faces a tougher backdrop through the end of 2017 and into 2018. Valuations have extended further, 
which is a signal that investors expect analyst earnings forecasts to be revised upwards.

• Supportive economic conditions have allowed the Fed to raise rates without much market pushback, a notable change. We note that 
earnings multiples tend to move the opposite way of longer-term bond yields, which is cause for pause if longer-term interest rates 
do follow the short-end of the yield curve higher. 

• Within the U.S., 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). 

• Technology – The high profile stocks of 2017 continue to perform 
well, and investors are chasing the high growth offered by these 
businesses. Valuations appear less bad compared to other 
sectors, mostly because the successful companies have “grown” 
into their valuations. 

• Energy – Improvement in the supply / demand picture is more 
supportive of oil prices, though global activity questions are 
arising after early 3Q results from the service companies.  

• Telecom – Slowdown of wireless price wars among the major 
U.S. wireless carriers are buoying valuations, offsetting pressure 
in the landline area of the business.  

• Consumer Staples – Valuations are extended by historical 
standards but less bad than they were a year ago. In general, 
volume growth is harder to come by for major players, and 
e-commerce is causing greater rumors of consolidation. 
Companies are focused on reducing operating costs. 

• Consumer Discretionary – Consumers in the U.S. have been 
spending more on bigger ticket purchases, which can ebb and 
flow. Traditional sources of spending (restaurants, retail, etc.) are 
facing disruption from smaller chains and Amazon. We believe 
pockets of opportunity exist. 

• Real Estate – Modestly higher rates during the quarter and 
growing concerns from some lenders around commercial real 
estate are causes for concern. Should economic growth follow 
rates up, however, these issues are absorbable.   

SECTOR L AGGARDS            

SECTOR LE ADERS             
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U.S. Equities

             C YCLICAL S              DEFENSIVES             
CONSUMER DISCRE TIONARY  

Much has been written of late about the death of traditional 
retail, pressuring some stocks. A seeming end to the border tax 

is a boost to sentiment, but core consumer spending faces a 
hard road to materially accelerate without better wage growth.  

 
ENERGY  

Sector performance is linked to changes in supply / demand 
conditions. Current risks include supply shocks and potential 

for cost structures to inflect higher. Costs of production coming 
down creates headwinds to large price gains in the commodity.  

 
FINANCIAL S 

Sector still looks relatively cheap but with potentially  
good reason. Modestly higher rates are a help, but  

excess capital for banks and insurers is making it hard  
to grow profits as much as they did in the past. Regulators  

are allowing this to be distributed in greater volumes,  
but this could change if the economy struggles.  

 
INDUSTRIAL S 

This is arguably the most expensive cyclical sector.  
Diversified businesses may be a lower volatility area.  

 
MATERIAL S 

Questions around inflation trends globally and the effects 
of lower Chinese stimulus have caused some concerns in 

the sector. Pricing ebbs and flows with overall input pricing. 
Industrial activity picking up is a help, however.  

 
RE AL ESTATE 

Valuations are susceptible to inflation-driven moves 
 in interest rates, and there are increasing concerns 

 about commercial real estate.  
 

TECHNOLOGY 
Total returns have been high for the last few years, and the 

sector is a key source of higher earnings expectations for the 
market as a whole. Many of the big companies are increasingly   

  being priced for entry into non-core lines of business.

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 
We prefer diversified businesses in the sector (includes both 
drug mix and products / services beyond drugs only). Ongoing 
delays in the Obamacare repeal / replace process has distracted 
the focus on drug pricing, at least for now.  
 
TELECOM  
Valuation multiples are attractive versus themselves. The sector 
has some cyclical tendencies, as investors like the yield when 
times are weak, but company metrics improve when economic 
growth improves. Given a smaller number of companies in the 
sector today increasingly involved in other media businesses, 
the sector has some nuances to be aware of.  
 
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, particularly as they are 
investing capital into their systems (which promotes future 
dividend growth). 

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.  
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M A J O R  PA RT N E R S
Canada and Mexico 
are America’s biggest 
export markets, 
eclipsing other nations 

K E Y  TA K E AWAYS

• Despite negative headlines in countries like Spain, 
Venezuela, Mexico, and Canada, global growth continues 
to strengthen into the back half of 2017. The International 
Monetary Fund (IMF) has raised its global GDP projection 
for the year to 3.6 percent.1  

• International stocks have posted strong returns in 2017 yet 
still remain a better value compared to U.S. stocks – albeit 
the discount is not as great as it was a year ago.

INTERNATIONAL Equities

1 http://www.bbc.com/news/business-41568068
2 JPMorgan Guide to the Markets Q4 2017. Page 40.
3 Thomson Reuters Eikon
4 JPMorgan Guide to the Markets Q4 2017. Page 49.
5 https://www.bloomberg.com/news/articles/2017-10-17/mexico-and-canada-reject-u-s-nafta-demands-as-talks-wrap-up

• Despite being one of the best performing asset classes in 2017, 
international stocks are still cheap relative to domestic counterparts. 
The ACWI ex-U.S. price to earnings (P/E) ratio stands at 14.2x. 
Compare that to its 20-year average of 14.6x and the current S&P 500 
Index multiple of 17.7x.2

• Global PMIs reached 54.6 this month, the highest level seen since 
2011. While this means that global manufacturing activity has been 
robust, it also means that higher highs will be extremely difficult to 
make going forward. 3

• Despite strong equity market performance so far this year, emerging 
market companies haven’t gotten much help from local currencies. 
Relative to the USD, on average, emerging market currencies are still 
trading more than one standard deviation below their long-term 
exchange rates versus the dollar. Should emerging market currencies 
appreciate, it will be a tailwind for unhedged U.S. investors.4

• To the dismay and surprise of U.S. policy-makers, Mexico and Canada 
officials continue to “firmly reject” the Trump Administration’s 
sweeping NAFTA proposals. A change to or abolition of NAFTA will 
likely have the greatest impact on the auto industry and certain 
areas of agriculture, specifically dairy. Expect the Canadian dollar 
and Mexican peso to fall if the U.S. succeeds in its protectionist 
agenda. (Chart is most relevant to this bullet.) 5

• Catalonia, a key economic region in the eastern part of Spain, 
continues protests to secede from the country. Though the region is 
a very small component of the global economy, it is the next action 
within a wave of European populist movements seen over the past 
few years.

• Venezuela continues to be a nation on the brink of financial collapse, 
as it has significant debt payments over the next few weeks that 
it will be challenged to make. Issues with quality control of its oil 
exports, which have been caused by the inability of companies to 
obtain proper chemicals used to treat oil, have come at the worst 
possible time. 

-NEGATIVES           +POSITIVES            

 
A M O U N T  O F 
U. S. E X P O RT S

By  M A D I S O N  N E S T E R ,  C FA
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K E Y  TA K E AWAYS

• The Fed announced in September that 
it will begin normalizing its balance 
sheet. It will begin doing so by letting 
maturing bonds “roll off” and not 
reinvesting the proceeds back into the 
market.

• The Fed’s balance sheet has grown 
from less than $1Tn in 2008 to nearly 
$4.5Tn today. 

• Former Fed Chairman, Ben Bernanke, 
believes that the Fed will need to 
maintain a balance sheet close to 
$2.5Tn in order to maintain financial 
stability.

• Inflation is a big component of fixed 
income returns. Persistently weak 
inflation has vexed the Federal Reserve 
this cycle. Many believe that inflation 
will pick up since the unemployment 
rate is at its lowest point in over a 
decade. If so, this should move interest 
rates higher.

FIXED Income

• The Fed insists on having a very transparent and “boring” approach to balance sheet 
normalization. Fed Chair Janet Yellen certainly doesn’t want to be the cause of any market 
volatility which is why she wants this process to be akin to “watching paint dry.”

• As investor’s search for yield continues, it is important to remain disciplined in positioning 
for the future fixed income environment. We are remaining underweight long duration 
instruments, such as government bonds, and implementing capital preservation 
strategies in the portfolio. We still find value in mortgages as investors are offered decent 
yield without taking on corporate credit risk.

• 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. 

• Diversification from equities will be the primary purpose for holding an allocation to 
fixed income for the time being. We aim to continue to “hit singles and doubles” with our 
fixed income holdings as opposed to trying to “hit home runs.” We believe this approach 
will serve our clients well in the future.

• Investment grade credit spreads are now at decade lows. This is not surprising as investors 
continue to seek “safe yield.” But this is further evidence that valuations across nearly all 
asset classes are stretched.

-NEGATIVES           

+POSITIVES            

Source: Federal Reserve, Thomas Reuters, CE

F E D’ S  A S S E T  H O L D I N G S  ( $ B N )

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



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. 10.23.17 BP-028898 LPL# 1-663484
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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.


