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DOWNSHIFTING FROM THE FAST LANE

We are now experiencing the longest bull market run ever. Returns have been solid the last few years, with few market
headwinds, bolstered by a backdrop of fundamentally strong growth, attractive valuations, and accommodative ﬁnancial
conditions. With tax cuts and deregulation, the US continues to lead the developed economies of the world with
super-charged economic and earnings growth – taking investor’s portfolios along for a ride in the fast lane.
Still, we need to consider how a maturing economic cycle could begin to affect markets. Speciﬁcally, we will need to pay
close attention to dynamics that can pose potential disruptions in the coming months: further US rate hikes, slowing
growth in China, trade frictions, and rising oil prices. Global growth may well decelerate from recent speeds due to slower
US growth, emerging market stresses, and tepid Chinese policy responses to support their economic growth.
After underperforming, international stocks in 2017 and the early part of this year, US stocks have once again taken the
performance lead, led by strong earnings in select US technology stocks. We expect the US to continue to lead in growth
and earnings into 2019. But with so much growth now in the rear mirror, we cast an eye toward the stretched relative
valuations of US vs. global equities ahead. Global growth will likely continue to slow along with market returns, requiring
a downshift from life in the fast lane of big returns and no volatility.

In terms of our overall positioning, we recommend an overweight position to US stocks, while being underweight to
international and emerging market stocks overall. We also advise underweighting bonds across all types, and allocating
to hedge funds, private real estate, and special situation managers. Finally, we temporarily have higher than normal cash
positions, to take advantage of the historic volatility in risk assets that usually precedes US midterm elections.

STRATEGY
HIGHLIGHTS

MACRO OUTLOOK:
Global growth will continue to
decelerate into early next year on the back of slowing US
earnings growth, rising US interest rates, brewing EM
stresses and an underwhelming policy response from
China.
EQUITIES: Stay neutral at full strategic equity weightings
for now, while underweighting Emerging Markets relative
to Developed Market stocks. Within DM, overweight the
U.S. in dollar terms.
BONDS: Global bond yields may dip in the near term, but
the longer-term path is ﬁrmly higher.
ALTERNATIVES: Overweight hedge funds, private real
estate lending, and special situation merger arbitrage
mandates for their diversiﬁcation, lower volatility, and
yield beneﬁts.
CURRENCIES:
The dollar is working off overbought
conditions, but will rebound into year end. Emerging
Market currencies will suffer the most.
COMMODITIES:
Favor oil over industrial metals.
Precious metals will also remain under pressure until the
dollar peaks next year, before beginning a major bull run as
inﬂation accelerates.

TO REDUCE PORTFOLIO VULNERABILITY WHILE
REMAINING POSITIONED FOR GROWTH, INVESTORS
SHOULD CONSIDER FIVE KEY QUESTIONS:
ARE YOU RELYING TOO MUCH ON MARKET PERFORMANCE?
Our outlook for a portfolio of bonds and equities is positive, but faster-than-expected Fed rate hikes could lead credit
and equities to fall in tandem. To mitigate this risk, investors today should seek alternative sources of return beyond the
beta of equity and bond markets. We recommend above average weighting to hedge funds, private real estate,
distressed debt, merger arbitrage mandates, and even private equity if one is an accredited investor. These types of
investments are not correlated to the returns of stocks and bonds, and can provide diversiﬁcation and income beneﬁts.
IS YOUR YIELD WORTH THE RISK?
This era of low yields has tempted many investors to seek higher returns by taking greater credit or foreign exchange
risks. As the cycle matures, investors need to evaluate whether such risks are now worthwhile. A China slowdown
would affect Asian credit, and more aggressive Fed rates hikes would hurt high yield worldwide. To mitigate these risks,
investors should diversify ﬁxed income holdings and both improve credit quality and extend duration.
IS YOUR PORTFOLIO TOO FAMILIAR?
For investors, familiarity tends to breed comfort rather than contempt. Yet investing too much of your assets close to
home usually adds unnecessary risk. Every region has idiosyncratic risks, so global diversiﬁcation in different markets
and monetary regimes can help. While we are underweight international and emerging markets in aggregate, we still
recommend some exposure.
HAVE YOU CONSIDERED PROTECTING YOUR PROFITS?
Investors sitting on equity proﬁts, but now feeling uncomfortable about pending risks could consider buying protection,
rather than ﬂeeing to cash and forgoing potential upside. Investors could look for put options that are attractively priced
relative to the level of protection they have historically provided during market drawdowns. Recent research highlights
that options on the Euro Stoxx 50 and Nikkei 225 indexes as potentially effective insurance for global equity investors.
ARE YOU PREPARED TO LOOK BEYOND THE CURRENT NOISE IN MARKETS?
In an environment of heightened risk, investors can be their own worst enemies. Behavioral ﬁnance studies show that
panic selling is an important source of the long-term underperformance of private investors relative to market
benchmarks. Assets with exposure to long-term drivers, like population growth, urbanization, and aging, or those exposed
to secular sustainability trends, are likely to outperform long-term economic growth and reduce investor temptation to
panic sell on short-term news.
We look forward to meeting with you during the 4th quarter.
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