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In this Report 
1H2018 Review 

• The first half of 2018 saw central banks around the globe advance toward monetary tightening 

as key economic data pointed to improving economic fundamentals. 

• With the domestic economy heating up, the Fed moved ahead with further interest rate hikes as 

the US 10-year treasury approached 3.0% by the end of June. 

• Investors also spent much of the first half of the year focused on trade. 

• With trade concerns and capital markets that showed signs of getting ahead of the 

fundamentals, we saw a return to volatility in the first half of the year. 

• In portfolios, volatility proved to be a challenge during the first half of the year. However, we 

raised our target cash level in the Tactical Strategy on multiple occasions by reducing exposure 

to developed international (EFA) and emerging markets (EEM), both down through the end of 

June, which helped mitigate some of the impact to portfolios. 

• Pressured by the Fed’s rate hike and higher inflation readings, the broad bond market delivered 

negative total returns for the first half of 2018. However, the STA fixed income strategy 

continued providing a stable stream of income. 

2H2018 Investment Themes 

• We see a widening of potential investment outcomes. 

• Short-term interest rates become attractive again. 

• The macroeconomic backdrop is ruled by the transition from monetary policy to fiscal policy. 

Macroeconomic Outlook  

• The recent moderation of growth momentum suggests that the peak of synchronized global 

growth is likely behind us. 

• Inflation is rising toward the Fed’s 2% target in the U.S., driven by robust economic growth, 

healthy labor market, and rising crude oil prices. 

• Although global monetary policy remains accommodative and supportive to risky assets, ultra-

loose monetary policy since the financial crisis has come to an end. 

• We see a low probability of recession in 2018 and even in 2019. However, we think a stimulus 

package, at a time when the economy is already growing above its long-term potential, will 

shorten rather than extend the length of the current cycle. 

• As the labor market continues to tighten and prices firm, we expect one or two additional rate 

hikes in 2018 and forecast a higher U.S. 10-year Treasury yield at between 3.0% and 3.25% by 

the end of the year. 

Capital Markets Outlook  

• We do believe that domestic stocks are likely to get a marginal boost from a record pace of 

stock buybacks and more favorable valuations than we had to close 2017. 



 

 

3 

• Continued political- and trade related uncertainties and a decelerating developed international 

economy lead us to believe that while developed international stocks deserve a place in equity 

portfolios, the capital appreciation potential is likely to be limited for the balance of the year. 

• As we move through the remainder of the year, we believe that we will see wider return 

dispersion in emerging market equities. We believe the negative performance year to date may 

provide a substantial opportunity for longer-term equity investors however. 

• The retreat of bond prices is healthy in the long run by restoring the value of bonds. 

 Investment Strategy Positioning 

• Tactical Strategy: Sell iShares MSCI Eurozone ETF (EZU), Decrease allocation to Short-term US 

treasuries, add SPDR Oil & Gas Equipment Services Fund (XES) and Consumer Staples Select 

Sector SPDR Fund (XLP) 

• Core Strategy: No changes to holdings or allocation percentages 

• Fixed Income Strategy: Replace the Vanguard Emerging Markets Government Bond ETF (VWOB) 

with Ashmore Emerging Markets Short Duration Fund (ESFIX) 
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1H2018 Review 
The first half of 2018 saw central banks around the globe advance toward monetary tightening as key 

economic data pointed to improving economic fundamentals. In the United States, retail sales 

improved, the labor market remained strong, and manufacturing activity continued to show resilience. 

In May for example, the unemployment rate hit a post-2000 low of 3.8%, while marking more than 90 

consecutive months of job growth for the U.S. economy. Similarly, the July 2nd release of the ISM report 

on manufacturing activity marked the 110th consecutive month of economic growth and indicated broad 

based improvement with 17 of 18 manufacturing industries posting positive results.  With the domestic 

economy heating up, the Fed moved ahead with further interest rate hikes as the US 10-year treasury 

approached 3.0% by the end of June. 

Despite positive economic momentum continuing in the first half of the year investors spent much of it 

focused on trade. The U.S. fired the first shot with an announcement of new tariffs on China and the 

threat of additional tariffs. China and other countries understandably countered with tariffs of their 

own.  

With these trade concerns and capital markets that showed signs of getting ahead of the fundamentals, 

we saw a return to volatility in the first half of the year. After seeing record low volatility in 2017, the 

S&P 500 peaked on January 26th at 2,872.87 and proceeded to decline until February 9, when it closed at 

2,580.56, a decline of more than 10%. This marked the first correction for the S&P going all the way back 

to 2015-2016 during which the S&P 500 declined 14.2%. However, the correction was not limited to 

domestic equity markets. Developed International markets were taken lower as a softening of economic 

data from Europe and Japan suggested deceleration. Emerging markets started the year like domestic 

markets, rising into the tail end of January before suffering a 9-day decline that in total pushed the MSCI 

Emerging Markets Index down by more than 10%. Unlike domestic equities which bounced back 

following its correction, emerging markets declined further in June. Through June 30, the MSCI emerging 

market index saw a price decline of more than 16%.  

In portfolios, volatility proved to be a challenge during the first half of the year. However, we raised our 

target cash level in the Tactical Strategy on multiple occasions by reducing exposure to developed 

international (EFA) and emerging markets (EEM), both down through the end of June, which helped 

mitigate some of the impact to portfolios. On the positive side in the Tactical Strategy, technology (XLK) 

was a strong performer through the end of June with a gross total return of nearly 10%. Additionally, 

exposure to the biotechnology sector (IBB) was also rewarded with a low single digit gross return. In the 

Core Strategy, the AQR Equity Market Neutral Fund (QMNIX) was the main detractor to performance as 

the value factor’s normal correlation to momentum broke down. It is important to note that we hold 

QMNIX as a portfolio diversifier that provides a differentiated source of return and expect this 

correlation breakdown to reverse and boost performance on QMNIX. The negative performance in 

QMNIX however, was offset by positive performance for our two largest core strategy allocations, the 

Altegris/AACA Opportunistic Real Estate Fund (RAAIX) and the iShares Edge MSCI USA Quality ETF 

(QUAL).   

Pressured by the Fed’s rate hike and higher inflation readings, the broad bond market delivered 

negative total returns for the first half of 2018. However, the STA fixed income strategy continued 

providing a stable stream of income. Benefiting from overall short duration of individual bonds, the STA 

fixed income strategy outperformed its benchmark (Bloomberg Barclays US Aggregate Bond Index) 
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during the first half of the year. From a contribution perspective, the iShares Floating Rate Bond ETF 

(FLOT), which was added to the strategy in January, was boosted by a rising short-term interest rate. 

Floating rate bonds were one of the few bond sectors that turned in positive returns in the first half of 

the year. Vanguard Emerging Markets Government Bond ETF (VWOB) detracted from performance as 

emerging market assets were pressured by a stronger U.S. dollar, trade war related headlines, and 

heightened risks in Argentina and Turkey. However, solid fundamentals and attractive valuation levels 

caused us to favor emerging market debt because we believe they are in the early phase of a multi-year 

cyclical upswing.   

2H2018 Investment Themes 
As we look ahead to the second half of 2018, we want to highlight three key themes that investors 

should keep in mind as they consider portfolio positioning into the back half of the year.  

First, we see a widening of potential investment outcomes. On the downside, the Federal Reserve has 

started tightening financial conditions and withdrawing liquidity from the market. Additionally, trade 

tensions may disrupt the global supply chain and weigh on global growth. On the upside, tax reform and 

sizable fiscal spending may boost economic growth and accelerate business investment. At this stage in 

the cycle, a prudent strategy would entail remaining invested but to build more resilience into 

portfolios. 

Second, short-term interest rates become attractive again. The risk-free rate is on the verge of topping 

headline inflation. The result is that investors may finally make real returns on their safest portfolio 

assets. An appealing risk-adjusted return in short term treasuries is likely to complete for capital with 

risk assets and may restrain their return potential.  

Third, the macroeconomic backdrop is ruled by the transition from monetary policy to fiscal policy. 

Years of easy monetary policy from the world’s central banks have inflated financial asset prices and 

exacerbated socioeconomic divisions. As a result, we see a peaking of valuation multiples for financial 

assets, growing inflation risks, and thus favor investments with a greater linkage with the real economy, 

including real estate, commodities, and consumer sectors.            

Macroeconomic Outlook 
Macroeconomic analysis lays the foundation for projecting an asset’s future performance. It is well 

recognized that different asset classes respond differently to various economic drivers. To manage 

portfolios, we focus on five important economic factors: economic growth, inflation, interest rate, 

monetary policy, and fiscal policy. Because global economies and financial markets are increasingly 

interconnected, using these factors helps us derive a holistic view of the economic environment 

domestically and abroad.  

Economic growth: The recent moderation of growth momentum suggests that the peak of synchronized 

global growth is likely behind us. However, slower does not mean over, thus we do expect global 

economic expansion to continue, albeit at a lower speed. We don’t see imminent catalysts to end the 

current cycle in 2018. Rather, we expect a more divergent global growth story down the road.  

We expect robust economic and corporate earnings growth at home, fueled by the tax overhaul and 

oversized fiscal spending. Business confidence remains high. Rising wages and tax cuts continue to put 
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additional disposable income in the pockets of consumers. These dynamics favor U.S. assets within a 

global asset allocation framework. However, fiscal stimulus in the U.S. will not result in a higher 

sustained level of growth, in our view. As the U.S. economy starts to show some signs of the late cycle, 

including tight labor market, rising inflation, and flattening yield curve, it is important to remain alert for 

changes in the macroeconomic- and market- conditions and watch for inflection points.  

We are less optimistic about Europe given the stronger Euro and disappointing economic data releases 

more recently. The uncertain path of Brexit, banks with shaky balance sheets, heightened protectionism 

in Italy, and the end of bond purchase programs are all sources of concern. On the other hand, we 

believe that ex-U.S. developed economies are in the middle stage of their recovery and therefore have 

more room to run, though with lower near-term return potential.    

Many emerging markets (EMs) are still in the early stage of their business cycles as they recover or 

expand following sharp declines between 2013 and 2015. We remain constructive on long-term 

emerging market growth prospects. Emerging markets are expected to contribute over 70% of global 

GDP growth between 2015 and 2025. The rise of middle- and high-income classes not only boosts 

consumer consumption, but also make emerging markets less dependent on developed economies and 

less sensitive to external shocks. The last commodity supercycle strengthened emerging market 

economic fundamentals and improved current accounts. A sharp selloff in emerging market assets 

during the second quarter, as trade tension intensified, has further lowered valuations. That said, we are 

fully aware of the volatile nature of emerging market assets and remain mindful of appropriate 

exposure levels when it comes to asset allocation. In addition, we see continued headwinds from 

heightened short-term risks, including rising interest rates in the U.S., financial de-risking in China, the 

escalation of trade disputes, and the upcoming Brazilian election. 

Inflation: Inflation is rising toward the Fed’s 2% target in the U.S., driven by robust economic growth, 

healthy labor market, and rising crude oil prices. Overall, moderate inflation is good for the economy 

and market, as it allows the Fed to gradually normalize monetary policy, thus extending the length of 

the current cycle. Given the temporary nature of the fiscal stimulus package and the Fed’s stance on the 

policy rate, we believe the Fed will allow the economy to slightly overheat. So, we expect moderately 

higher but manageable inflation in next 12 months. An overtightening of the labor market, unexpected 

imbalance of oil supply and demand, and an escalation of trade tensions are risks to our baseline 

outlook and are being closely monitored.   

Monetary policy: Over the past decade, central banks supported markets with ample liquidity, which 

inflated asset prices and dampened market volatility. We now see a moment of regime change. The U.S. 

Federal Reserve is not only gradually increasing short-term rates, but are also unwinding the 

quantitative easing program by shrinking its balance sheet. We expect the European Central Bank (ECB) 

to end its bond purchase program by the end of this year but are unlikely to increase interest rates until 

the summer of 2019.  

Although global monetary policy remains accommodative and supportive to risky assets, ultra-loose 

monetary policy since the financial crisis has come to an end. This has huge market implications. First, 

bond prices will be challenged for the foreseeable future. But higher starting yields also mean less 

stretched valuations and higher future income streams. Second, earnings growth – not multiple 

expansion – will be the main driver of stock return going forward. Third, market volatility has returned 

to a more normal level. Investors should expect this normalized volatility regime to persist in 2018 and 
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beyond. Forth, investors should expect more modest returns than earlier in the cycle across asset 

classes because starting valuations have been inflated by years of easy monetary policy. Last, we expect 

that return dispersion will increase as the biggest market driver, central bank policy that indiscriminately 

inflated security prices, has gradually faded. This underlies the importance of tactical asset allocation, 

security selection and active risk management.      

Fiscal policy: U.S. tax reform and a larger-than-expected bipartisan spending agreement provides 

significant tailwinds to the economy and risk asset returns. As a result, we see a low probability of 

recession in 2018 and even in 2019. However, we think a stimulus package, at a time when the economy 

is already growing above its long-term potential, will shorten rather than extend the length of the 

current cycle. Pro-cyclical fiscal spending will further increase the budget deficit and reduce policy 

flexibility when the next recession eventually arrives. Therefore, we are closely watching for early 

evidence of recession and will make tactical adjustments to investment portfolios if and when we see 

those signals.  

Interest rates: As the labor market continues to tighten and prices firm, we expect one or two additional 

rate hikes in 2018, and forecast a higher U.S. 10-year Treasury yield at between 3.0% and 3.25% by the 

end of the year. The focus here should not be on the exact number of rate hikes in 2018. In our view, it 

is far more important instead to understand how the Fed will balance upside (inflation) and downside 

(growth) risks and gauge when higher rates will materially overtighten financial conditions as this can 

accelerate the onset of the next recession. We believe a gradual increase in interest rates is constructive 

because it should prevent the economy from overheating yet provide a policy cushion that can be used 

during the next economic downturn.  

Capital Markets Outlook 
With more than half of 2018 behind us, it has become clear to us that we are now closer to a normalized 

volatility environment than we have been in the last couple of years. This is not a short-term shift. 

Instead, we expect increased volatility to remain with us for the remainder of the year and likely into 

2019 as quantitative tightening continues in the US and trade tensions show signs of persisting. Volatility 

does have a silver lining – it is likely to provide more opportunities for disciplined investors to find 

attractive entry points for financial assets, particularly as return dispersion between securities increases.  

It is our view that short term, we are likely to see a choppy market as uncertainties that have kept the 

market from moving decisively in either direction, up or down, are resolved. It is for this reason that in 

the short-term investors must remain disciplined, as not doing so will hinder their ability to meet longer 

term goals and objectives. In the intermediate term, diversified exposure between domestic, 

international, and emerging markets is prudent as market risks have largely been priced in. This is 

especially true as we have continuing monetary support in Europe and Japan and improved earnings 

results aided by tax cuts in the U.S. That said, we do see risks rising that could present headwinds and 

broaden potential investment outcomes across asset classes, both to the upside and downside. Because 

of this, we believe tactical management will be of increased importance as we move closer to the end of 

the current cycle. In the longer term, we are convinced that valuations will be a key driver of future 

return. From that standpoint, we are more constructive on risk assets than we were at the beginning of 

the year. However, valuations remain elevated in many parts of the market and as a result our 

expectations for lower than historical returns remain.  
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Domestic Stocks: Entering 2018, we took a constructive, yet cautious, view of the domestic equity 

market despite elevated valuations. We noted strong and improving economic fundamentals as well as 

favorable tax policy changes that would overwhelmingly benefit corporate America. Today, these 

dynamics remain. However, it is our view that many of the earnings benefits from lower corporate taxes 

have been priced in. However, we do believe that domestic stocks are likely to get a marginal boost 

from a record pace of stock buybacks and more favorable valuations than we had to close 2017. 

Buybacks are set to repurchase upwards of $800 billion of stock while forward price to earnings 

multiples have drifted to Additionally, a strong US dollar in the short-term lead us to remain modestly 

positive on domestic stocks for the rest of the year. Despite our still favorable view on domestic equities 

it remains important to focus on downside risks.  

Chief among them are near-peak earnings and overly rosy expectations for a continuation of earnings 

momentum to continue. Should actual results fall short, we would expect a rerating of stock prices and 

valuation levels.  

Developed International Stocks excluding the US: Just like domestic market stocks, developed 

international equities had a tough first half of 2018 marked by increased volatility. Much of the volatility 

came from several political and trade related concerns. However, monetary policy in developed 

international markets like Europe and Japan remained accommodative and are likely to continue to be 

for the next several months. This will lend support to developed international equities for the balance of 

the year. However, investors must be prepared for a policy shift. The European Central Bank has already 

announced plans to gradually shift to tighter monetary policy. This shift could come as early as 2019. 

Combined with continued political- and trade related uncertainties and a decelerating developed 

international economy lead us to believe that while developed international stocks deserve a place in 

equity portfolios, the capital appreciation potential is likely to be limited for the balance of the year. 

Emerging Market Stocks:  As we move through the remainder of the year, we believe that we will see 

wider return dispersion in emerging market equities. To take advantage of the return differentials, we 

believe active managers in emerging markets may be primed to outpace passive peers. However, broad 

passive exposure may still perform satisfactorily on the heels of a difficult first half of the year where 

emerging market stocks experienced a substantial correction. The correction was not a surprise as trade 

tensions and strong double-digit percent returns in 2017 made emerging markets vulnerable. That said, 

we believe the negative performance year to date may provide a substantial opportunity for longer-

term equity investors.  Valuations are attractive at a forward P/E of 11.57x for the MSCI Emerging 

Market Index and could see a move higher if trade tensions ease. That said, currently we see some 

short-term technical trends that warrant a lighter exposure to emerging markets than in 2017. However, 

if we were to see more favorable currency trends and improved price momentum we would likely 

allocate more meaningful capital to the region. However, for now that is not the case and we favor a 

smaller allocation to emerging market equities that adds to the overall diversification in equity 

portfolios.  

Fixed Income: Monetary policy normalization continues creating pain for bond investors. In our view, 

however, the retreat of bond prices is healthy in the long run by restoring the value of bonds. Yields on 

two-year Treasuries and short-maturity investment grade corporate bonds are now well above the level 

of inflation. That means investors finally have an asset class that can preserve the value of principal 

without taking risks, a big milestone after years of zero interest rates. Higher starting yields also means 
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higher future income and stronger hedging function against equity market stress. Given the relatively 

flat yield curve and quantitative tightening now in progress, we remain cautious on duration exposures. 

However, we are more constructive on interest rates as the current rate hiking cycle has run two third of 

its course. We remain cautious on U.S. high yield bonds as rich valuations give investors a negatively 

asymmetric risk profile, with limited upside potential and meaningful downside risk. We favor 

investment grade bonds as a ballast to equity risk, especially after valuations have declined following a 

temporary surge in M&A-related bond issuances. For income-oriented investors, emerging market debt 

presents a more attractive risk/return profile than U.S. corporate credits. We believe emerging market 

credits will be supported by improving fundamentals, reinvigorated growth, significantly higher real 

yield and declining inflation. At the same, we are aware of and closely monitoring downside risks 

including trade disputes and further tightening of global financial conditions.  

Alternatives: Going forward, alternative investments are likely to play an increasingly important role in 

portfolios. Many traditional asset classes have run up in price over the last year which could limit their 

future return potential. Further, we could see volatility increase compared to recently historic low 

levels. Alternative investments can provide a differentiated source of return for portfolios and are worth 

including as part of an overall allocation as stock and bond correlations have increased, thus reducing 

the hedging benefits usually associated with bonds. Since they provide a source of less correlated 

returns, alternative investments can be an attractive portfolio compliment. While they tend to lag the 

broad market during bull markets, they can outperform when the market is in turmoil. As we approach 

later phases of the business cycle, demand for these assets may increase. As a matter of portfolio 

construction, we favor including some exposure to these assets because when volatility happens it 

typically does so both quickly and unexpectedly.  

Potential Risks to our Capital Markets Outlook: 
• Trade war escalation threatens global growth and causes supply chain disruptions 

• Quantitative tightening withdraws liquidity from the economy and the market 

• Sizable fiscal stimulus causes the U.S. economy to overheat, which makes the Fed take a more 

aggressive stance on interest rate normalization 

• Further flattening of the U.S. yield curve  

• US mid-term elections create uncertainty for equity and fixed income markets 

• Political risks from rise of populism and nationalism 

Investment Strategy Positioning 
Semi-annual rebalancing process helps us: 

• Systematically sell overvalued securities and buy undervalued securities 

• Adjust or change positions on a global scale, if necessary 

• Maintain appropriate risk exposure for each portfolio model 

• Align deviated portfolios back to model targets after trading legacy positions, receiving 

additional capital, and making cash distributions 

We have made some changes to portfolios to get exposure to the geographies and sectors that we 

believe offer the most attractive risk/reward characteristics as we move into the second half of the year. 
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As a reminder, we manage six portfolio models that are designed with different risk tolerance levels and 

objectives in mind. In the figure below, our most aggressive models are on the left and our most 

conservative models are on the right.  

 

Source: STA Wealth Management 

The discussion below summarizes the changes that are now reflected in our portfolio strategies 

following the rebalance. It is important to remember that based on your selected model, the allocation 

to each position at the portfolio level will vary but will be sized appropriately for your risk tolerance 

level. It is also worth noting that you may not see trades for each of these changes reflected in your 

portfolio as we used minimum variances and trade size minimums to minimize transaction costs.  

Tactical Strategy 
Sells: iShares MSCI Eurozone ETF (EZU)  

The European economy is decelerating as global trade tensions intensify. As of July 31, 2018, economic 

growth in the Eurozone slowed to a quarterly rate of +0.3%. This is down from the growth rate posted in 

the first quarter of the year (+0.4%).  Business confidence in the region had been echoing concern about 

the impact of new tariffs as Europe is largely an export economy. However, before closing July, the US 

and EU struck a preliminary trade deal that should help the region avoid detrimental tariffs and a trade 

war. That said, concerns remain about how Eurozone stocks will react to the removal of monetary 

accommodation likely to begin before year-end.   

As of 7/31/18, EZU had posted a 1-year total return of 5.04% and is up 0.36% year-to-date, despite 

increased volatility in developed international equity markets. With little visibility now on how European 

equities will fare under rising interest rates and tighter financial conditions, we sold out of EZU in the 

tactical strategy as we believe the risk/reward at the current moment looks less favorable than earlier in 

the year. 
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Decreased allocations: Short-term US treasuries 

During the first half of the year, we saw technical deterioration in developed international markets as 

measured by the MSCI EAFE Index as well as Emerging Market Equities as measured by the MSCI 

Emerging Markets Index. Each of these indices saw short-term exponential moving averages flash sell-

signals which led us to raise cash in the tactical strategy. Rather than holding those proceeds in cash, we 

purchased short-term treasuries which generated some incremental return on that cash. We continue 

to hold a meaningful allocation to short-term U.S. Treasuries in the tactical strategy. However, during 

the rebalance, we reduced our allocation by 5% to reallocate to some sectors (discussed below) which 

we believe offer some compelling opportunities. Our target allocation to U.S. treasuries in the Tactical 

Strategy is now 20%.  

New Positions: SPDR Oil & Gas Equipment Services Fund (XES), Consumer Staples Select Sector SPDR 

Fund (XLP) 

If we had to describe a theme for our equity positioning this rebalance it would be a slow rotation 

toward late cycle sector performers. More specifically, we added a 5% allocation to the SPDR Oil & Gas 

Equipment Services Fund (XES) and a 5% allocation to the Consumer Staples Select Sector SPDR in the 

tactical strategy.  

Over the last couple of months, we have become more constructive on oil prices as escalating trade 

tensions have pushed oil prices off their recent highs. This has led to a moderation of expectations for 

oil prices from levels that we would categorize as overly optimistic. This pullback, presented us with an 

opportunity to add exposure to the Oil & Gas sector at a time when inventory levels are likely to 

continue their decline and oil industry fundamentals improve. Moreover, shale supply growth has 

shown signs of stalling as many producers are moving to drill in less robust shale locations and decline 

curves remain high. 

If oil industry fundamentals continue to improve, we expect that it will provide a strong tailwind for 

equipment and service companies, many of which are trading at steep discounts to replacement value. 

By allocating to XES, we get exposure to many of these “left for dead” equipment and service companies 

that we believe offer meaningful upside potential going forward.  

XLP has underperformed the S&P 500 over the last 12 months. As the chart below illustrates, since 

August 2017, the S&P 500 has returned 13.73% while XLP has lost 3.06%, through July 31, 2018.  
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Source: STA Wealth Management 

During this time, sentiment has been negative, trade concerns continue to present an overhang for the 

sector and valuations are coming off a 3 year low.  
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However, we believe this may be overdone, and presents an attractive entry point into a sector which 

historically has proven buoyant at the tail end of business cycles. Also, defensive sectors like XLP could 

very well outperform as we move toward mid-term elections and the full benefit of lower tax rates are 

realized for the balance of the year.  

Core Strategy 
In the Core Strategy, we made no position or allocation changes during this rebalance. As a reminder, 

the Core Strategy makes up 20% of each portfolio model, except for the Fixed Income Model, which is 

invested exclusively in fixed income securities. We believe the Core is well positioned despite flat 

performance year-to-date. As a reminder, we currently hold six positions in the Core including: the 

Altegris/AACA Opportunistic Real Estate Fund (RAAIX), Cohen & Steers Global Infrastructure Fund 

(CSUIX), Altegris Futures Evolution Strategy Fund (EVOIX), Vivaldi Merger Arbitrage Fund (VARBX), AQR 

Equity Market Neutral Fund (QMNIX), and iShares Edge MSCI Quality Factor ETF (QUAL).  

Each of these positions provides a different source of return to the strategy.   

Altegris/AACA Opportunistic Real Estate Fund (RAAIX): RAAIX makes up a 20% allocation to our core 

strategy and invests in both long and short positions in equity securities of real estate/real estate related 

companies. In 2017, RAAIX outperformed 98% of its peers with a 23.6% return according to 

Morningstar.  

Cohen & Steers Global Infrastructure Fund (CSUIX): CSIUX makes up 15% of the core strategy and 

invests in global listed infrastructure companies that include electric infrastructure, pipelines, and 

transportation, to name a few. We expect this position to deliver income as well as positive 

performance in a rising inflation environment.  

Altegris Futures Evolution Strategy Fund (EVOIX): EVOIX makes up 15% of the core strategy and seeks 

to deliver long-term capital appreciation by allocating its assets between a managed futures strategy 

and fixed income strategy. This strategy is designed to perform best when pronounced trends develop in 

equity, commodity, interest rates, and currency markets. While the recent market choppiness has not 

been easy for the strategy, we believe EVOIX is an important portfolio diversifier that could deliver 

meaningful positive return in times of crisis.  

Vivaldi Merger Arbitrage Fund (VARBX): VARBX makes up 15% of the core strategy and delivers returns 

that are largely uncorrelated with the returns of the stock market. From 4/1/2000 through 6/30/2018, 

the strategy is yet to post a negative total return. While that can change, we believe VARBX has 

seasoned portfolio managers with experience investing in various market environments that could 

prove valuable in a market drawdown.  

AQR Equity Market Neutral Fund (QMNIX): QMNIX makes up 15% of the core strategy and has an 

absolute return mandate and invests on both the long and short side. As mentioned earlier in this 

report, it has recently gone through a difficult several months as correlations between factors have 

risen, but we believe over time the strategy will deliver positive absolute returns while lowering overall 

portfolio volatility.   

iShares Edge MSCI Quality Factor ETF (QUAL): QUAL makes up 20% of the core strategy and is a factor-

based ETF that provides light downside equity exposure to the core strategy. It invests in U.S. large and 

Mid-cap stocks and weights each underlying security based on quality factors including return on equity, 
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earnings variability and financial leverage. To date, QUAL has been among the better performing Core 

Strategy positions and we would expect it to hold up better than traditional market cap weighted ETF in 

a drawdown.  

Together, as of July 31, 2018, these positions represent a 1-year ex-post Beta of 0.56 to the All Country 

World Index and provide meaningful diversification to each portfolio model.   

Fixed Income Strategy 
We have gradually shortening the duration of the fixed income strategy for several reasons. First, short-

term bonds now offer attractive yields and income with low volatility. Second, the yield curve has 

flattened to a point where longer-dated bonds only provide a marginal pickup of yield. Third, a large 

dose of U.S. fiscal stimulus may lead to an overheating economy, pressure inflation, and force the Fed 

into a more aggressive stance in response to robust growth and multi-decade low unemployment. These 

conditions favor short duration exposure.  

On the other hand, we do expect a gradual restoration of value in longer-dated bonds because of 

ongoing Quantitative Tightening in the U.S. and the likely end of Quantitative Easing in Europe later this 

year. As a result, we expect the yield on the 10-year US Treasury to gradually move higher. When this 

occurs, we will increase duration exposure to hedge equity risk in the portfolio. 

We have also been gradually upgrading the credit quality of the fixed income strategy over the last two 

years, especially individual corporate bonds, as we have observed increasing corporate leverage, 

tightening credit spreads, and a maturing credit cycle. However, we have avoided being overly 

conservative because highly rated bonds are also most sensitive to interest rate changes. Instead we 

have looked for balance between yield and quality. In our view, moderate credit exposure is prudent at 

this stage. We like higher yielding bonds on the basis that they may bend (have lower price) but not 

break (default) during periods of market stress.  

Replace: Vanguard Emerging Markets Government Bond ETF (VWOB) with Ashmore Emerging Markets 

Short Duration Fund (ESFIX) 

Negatively impacted by rising interest rates, a strong U.S. dollar, and trade tension headlines, emerging 

market (EM) debt has underperformed the broad fixed income market thus far in 2018. Despite recent 

weakness, we remain constructive on EM assets and think that EM outperformance may still have room 

to run. The drivers for the potentially longer runway in emerging markets are multi-fold. First, we 

believe that emerging market debt is a long-term play on rising per-capita-GDP and rising domestic 

consumption. Second, EM bond yields are attractive as it was less suppressed by zero/negative interest 

rate policy in developed countries. Third, credit fundamentals have been improving: investment grade 

bonds in the J.P. Morgan EM debt index for example, has increased from 20% to 50% in last 20 years. 

Yet, EM credit offers yields that are comparable to the yield generated by U.S. high yield bonds. Fourth, 

EM assets tend to benefit from increasing commodity prices, which are common late in economic cycles. 

Lastly, foreign investors remain under-invested in EM, and this underexposure should draw capital to 

these areas as retail and institutional investors reposition their portfolios towards key growth EM 

markets in coming years. 
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Despite an attractive outlook in EM for the longer-term, we acknowledge some short-term risks, 

including rising yields, a stronger U.S. dollar, and intensifying U.S.-China trade tensions. Therefore, we 

remain cautious by limiting our allocation to 5% of the fixed income strategy to EM debt.  

We did decide to make a change from a passively indexed ETF to an actively managed mutual fund that 

specializes in EM debt investing. In our view, EM is entering the “mid-cycle” phase of its recovery, where 

country performance is historically differentiated, and market returns tend to be more volatile. We want 

to be selective and avoid countries that heavily depend on borrowing to finance their growth, because 

these countries become vulnerable as global central banks step away from accommodative monetary 

policy. With $76.5 billion in Assets Under Management (AUM), and serving as an advisor to large 

institutional investors, Ashmore is a leading emerging markets specialist with experience and a proven 

track record. Emerging markets, where investor’s sentiment often takes the lead over credit 

fundamentals, can experience large mis-pricings and give rise to significant opportunities when credit 

research and security selection is a manager’s core competency.  We believe Ashmore is uniquely 

positioned to leverage their deep knowledge and extensive local relationships and deliver returns by 

investing in this under-researched asset class.  

In Conclusion 
STA Wealth Management is committed to bringing our clients the best financial planning and 

investment advice in the industry.  We encourage you to visit our website www.stawealth.com for more 

information about how we may be able to serve you and new commentary expressing our views on 

timely financial planning and investment management topics. STA Money Hour airs daily from 12-1PM 

Monday through Friday on AM 950 KPRC.  

You can also stream STA Money Hour from your smart phone by downloading the iHeartRADIO App.  

I would ask that if you have any feedback regarding this private client report and/or have any questions 

that we may be able to assist you with, please email me at luke@stawealth.com.  I will respond to each 

email, and I thank you in advance. 

Luke Patterson 
CEO and Chief Investment Officer 
STA Wealth Management 

Important Disclaimer: 

Please remember that past performance may not be indicative of future results.  Different types 
of investments involve varying degrees of risk, and there can be no assurance that the future 
performance of any specific investment, investment strategy, or product (including the 
investments and/or investment strategies recommended or undertaken by STA Wealth 
Management, LLC), or any non-investment related content, made reference to directly or 
indirectly in this newsletter will be profitable, equal any corresponding indicated historical 
performance level(s), be suitable for your portfolio or individual situation, or prove successful.  
Due to various factors, including changing market conditions and/or applicable laws, the content 
may no longer be reflective of current opinions or positions.  Moreover, you should not assume 
that any discussion or information contained in this newsletter serves as the receipt of, or as a 

http://www.stawealth.com/
mailto:luke@stawealth.com
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substitute for, personalized investment advice from STA Wealth Management, LLC.  Please 
remember to contact STA Wealth Management, LLC, in writing, if there are any changes in your 
personal/financial situation or investment objectives for the purpose of 
reviewing/evaluating/revising our previous recommendations and/or services.  STA Wealth 
Management, LLC is neither a law firm nor a certified public accounting firm and no portion of 
the newsletter content should be construed as legal or accounting advice.  A copy of the STA 
Wealth Management, LLC’s current written disclosure statement discussing our advisory services 
and fees continues to remain available upon request. 
 


