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The concept of value investing was developed by Benjamin Graham and David Dodd during their tenure at Columbia Business School in the 
1920’s.1 Graham and Dodd believed that the “true” value of a 
security could be derived through fundamental analysis of that 
company’s balance sheet, income statement, and other  
quantitative measurements. Mr. Graham went on to author one 
of the preeminent and most durable investing books ever, The 
Intelligent Investor, in 19492 that would go on to influence a  
generation of investors that includes Warren Buffet and Mario 
Gabelli.3 Stung by the significant hit to his personal wealth during 
the stock market that precipitated the Great Depression,  
Mr. Graham sought to identify the true intrinsic value of a  
security, thereby attempting to avoid purchasing a security above 
its true value. As the above rolling ten year annualized chart 

shows, value investing (buying cheap stocks on a valuation metric such as book price to market price “B/M”) has been incredibly successful 
over time.  
 
While there have been a few select periods where more expensive (e.g. growth) stocks 
have outperformed, value stocks have outperformed growth stocks for the vast  
majority of the observed time since the mid 1920’s (see graph above). However, value 
investors now find themselves at a crossroads, as expensive (growth) stocks have now 
outperformed value stocks for their longest period on record. This was readily apparent 
in the second quarter as domestic and international growth stocks significantly  
outperformed their value counterparts. To put this dispersion of returns into clearer  
context, let’s deconstruct the returns on the S&P 500 (chart to the right4) for 2018 
through June 30th. Ten stocks make up 122% of that index’s return; the remaining  
490 or so have a cumulative negative effect on the return. Put differently, ten stocks that 
represent approximately 16% of the total market capitalization of the S&P 500  are  
responsible for 122% of the total return YTD; the remaining 84% of market  
capitalization in the S&P 500 has had a cumulative negative performance. This narrow 
breadth of leadership merits watching and manifested itself in our more value oriented strategies struggling in the second quarter. The  
narrow market leadership is another reminder to stay broadly diversified with exposure to a mix of equities, fixed income, and alternative  
equity strategies, so that when market leadership changes and markets correct, portfolios are not overly concentrated in a particular sector 
(e.g. Technology) or asset class (e.g. U.S. Large Cap. Growth). 



U.S. equities, large, medium, and small capitalization, had a very good second quarter. Each of the sub asset classes of U.S. equities were positive every 
month of the second quarter, which pulled them out of the negative territory they were in at the end of the first quarter and squarely into the black 
through June 30th. This performance was all the more impressive given another interest rate hike by the U.S. Federal Reserve,5 the Trump administration 
escalating (and in some cases enacting) tariffs on China, the European Union, and NAFTA countries,6 retaliatory tariff measures being announced against 
the U.S. by those same countries, as well as several high profile geopolitical events that included the first face to face meeting of a sitting U.S. President 
and the leader of North Korea. Leading the way were U.S. small cap companies, as measured by the Russell 2000, that started the quarter strong and  
ended up returning +7.75% for the quarter. The impressive second quarter return pulled performance into positive territory for the year to +7.66%.  
As mentioned in last quarter’s letter, the volatility caused by trade rhetoric would be least felt, initially, by small, and to a lesser extent medium sized,  
companies due to the fact that they often generate most of their revenue domestically. U.S. large cap and medium cap companies had very good quarters 
in their own right, returning +3.43% and +2.76% respectively. However, as noted above, the narrowing breadth and leadership of U.S. large cap stocks is 
concerning and merits watching.  
 

International equities experienced the exact opposite quarter from a return perspective as their U.S. counterparts. The United States, according to latest 
estimates by the International Monetary Fund,7 is the largest economy in the world. It stands to reason that no matter what retaliatory efforts are made 
initially by countries and economic zones targeted for tariffs by the Trump Administration, that those efforts will not be as impactful on the U.S. as the  
tariffs they are subject too. As the trade rhetoric ratcheted up in June, international equities gave up their gains for the quarter. International developed 
equities dropped -1.24% for the quarter bringing YTD returns to -2.75% as measured by the MSCI EAFE Index. Emerging Market equities experienced a 
rather difficult quarter due in large part to a bear market occurring in Chinese equities.8 In addition, as the U.S. Dollar has strengthened amid continued 
monetary policy tightening by the U.S. Federal Reserve, capital has flowed from emerging market debt and equity markets back into domestic markets. 
The dual headwind of a U.S.-China trade war and capital outflow out of EM put downward pressure on EM stocks, with the broad MSCI EM index  
producing a negative -7.96% for the quarter. EM equities were the only positive broad equity market in the first quarter, but following a difficult second 
quarter, the MSCI EM index stands at -6.66% year to date. From a valuation perspective, EM equities have gotten cheaper and still offer exposure to  
attractive growth opportunities not available in the developed world. We are maintaining our exposure to the asset class and are looking for potential  
entry points to add capital amid further dislocation in the EM markets.  

Commentary Page 2 

     
5https://www.federalreserve.gov/newsevents/pressreleases/monetary20180613a.htm 
6https://taxfoundation.org/impact-trade-tariffs-united-states/  
7http://www.imf.org/external/pubs/ft/weo/2018/01/weodata/weorept.aspx  
8https://www.cnbc.com/2018/06/29/shanghai-stocks-on-pace-for-worst-year-since-2011.html  
 



Fixed Income had a mostly muted quarter, with municipal bonds positive and high quality U.S. taxable bonds (as measured by the Barclays U.S. Aggregate) 
flat for the quarter. For the year, municipal bonds are modestly negative, -0.25%, and taxable bonds stand at -1.62%. The Jerome Powell led U.S. Federal 
Reserve raised interest rates another 0.25%, which impacted the front end of the yield curve, but without much of an effect on the longer end. If anything, 
the U.S. yield curve flattened toward the longer end of the curve,9 with the spread (difference) in yield between the U.S. 10 year treasury and 30 year 
treasury approximately 0.20%.10 For taking on almost three times the amount of interest rate risk, an investor would only receive less than one quarter of 
one percent compensation in additional yield. For client portfolios we have avoided exposure to the longer end of the yield curve in favor of  the short to 
intermediate parts, which has benefited portfolio’s from a performance standpoint. In addition, we have carved out a portion of our fixed income  
allocation, and allocated to “Strategic Income” managers. These managers are meant to augment our core and short exposures. Our strategic  
income managers have exhibited lower interest rate sensitivity relative to our fixed income allocations, while creating additional diversification by  
investing in high quality commercial real estate, global fixed income, and investment grade and high yield bonds. Overall, the performance of the strategic 
income allocation has been modestly positive, which has been positive for client portfolios amid negative performance in the overall bond market. 
 
The second half of 2018 promises to be eventful as a high stakes NATO meeting followed by a U.S. and Russia bi-lateral meeting kick off the third quarter. 
Earnings should be robust domestically, but market participants will be awaiting commentaries from companies on how the proposed tariffs will affect 
future earnings and capital expenditures. If earnings outlooks are altered or the efficacy of the recently enacted U.S. corporate tax cuts are reduced,  
markets could move lower. With seemingly so many pieces of information moving the markets, we feel as advisors it is important to take a step back and 
focus on the big picture. Reacting to news or short term movements in markets rarely produces the long-term results that these well intentioned efforts 
endeavor to achieve. Instead we focus on maintaining well balanced and diversified portfolios that fit your specific risk tolerances and investment  
objectives, making changes based on long term strategic views. Keeping an eye on, and being aware of, the short term while being focused on your long 
term objectives, is the best way to grow your assets over time. Thank you again for the continued faith and trust you place with us in managing your 
wealth. If you have any questions or concerns, please feel free to contact your investment advisor or another member of the SDWMA team.  
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Material discussed is meant for general illustration and/or informational purposes only and it is not to be construed as investment, tax or legal advice. The information has 
been gathered from sources believed to be reliable, however, complete accuracy cannot be guaranteed. The indexes shown are for illustrative purposes only and are not 
indicative of past or future results of any specific investment. Indexes are unmanaged and investors cannot invest into them directly and with any investment vehicle, past 
performance is not a guarantee of future results.  


