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In last quarter’s investment report, we anticipated that market volatility would continue,
as the trade war escalated and the Federal Reserve continued to raise interest rates.
This volatility proved to be most pronounced in emerging markets, with that index
down 23% from its recent high. China’s deleveraging process has slowed growth in the
region, just as larger US tariffs on China’s goods have started to come into effect. The
slowdown in emerging markets has been more pronounced in the weaker economies,
which have high levels of large US denominated debt and are now dealing with higher
inflation and slowing growth. In Q3 2018, most US equity investors were largely
unfazed by higher interest rates, with the broad US equity indices up 8-10%. This
appeared driven by another quarter of +20% growth in corporate earnings for US
stocks. However, on October 9th, the IMF cut its 2018-2019 growth forecast for the
global economy from 3.9% to 3.7% and US stocks quickly pulled back 7%. While the
IMF growth target was only slightly below its earlier estimate, many investors started to
question if the Fed’s interest rate moves were a root cause of the market’s decline.
US Outperforms Emerging Markets
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Rates and Debt
We believe the Fed is making the right decision to raise rates. The US economy
continues to grow strongly and inflation has been steadily at or above the Fed’s 2%
target. We also feel higher interest rates, i.e. a tighter monetary policy, will encourage
the reduction of debt in the system. As you know, the last recession was driven by
an overleveraged banking system and an overextended consumer. While both banks
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and consumers have deleveraged
significantly over the last 10 years,
others are taking advantage of the
low cost to borrow, including the US
government and companies outside of
the banking and finance industries. The
impact of higher interest rates may be a
burden for some borrowers.
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The amount of nonfinancial corporate bonds
outstanding has increased 2.7 times over
the past decade to $11.7 trillion

The US government’s debt is not a new
issue. In fact, the US has only run five
budget surpluses in the last 50 years.
That said, budget deficits have typically
moved up and down as the economy
weakened and improved. With the
most recent tax cuts and increases to
government spending, the 2018 budget
deficit has increased 17% over 2017
and it could reach $1 Trillion in 2019.
The growth in non-financial corporate
debt has been even more striking. A
recent S&P Global report noted that
non-financial corporate debt has risen
Note: Figures may not sum to 100% or
75% over the last five years to $6.3
totals listed, because of rounding.
Bond nationality is based on the location
Trillion. As we have noted before,
of the headquarters of the parent
company of the company issuing bonds.
many companies have been using the
Data as of December 4, 2017
proceeds of their borrowing for mergers
Source: Dealogic; McKinsey Global
Institute analysis
& acquisitions, stock buybacks and
dividends – with less focus on longterm business investments. We are also
watching many new participants
enter the lending world. Whereas most
lending was done by regulated banks
10 years ago, we are now seeing hundreds of private lenders enter the space, including
Business Development Corporations (BDC), private credit investment funds and even
high net worth families making direct investments.
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Conclusion
This loose credit environment is having an impact on all aspects of our investment
decisions. Within fixed income allocation, we continue to invest in short duration,
investment grade bonds, both corporate and government. We also remain sharply
focused on the balance sheets of the companies we invest in – especially as they look
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to grow by engaging in large M&A transactions. We must understand the cash flow of
the company’s current and future operation, the maturity profile of the company’s debt
and consider how a particular company would fare if it were it to be frozen out of the
debt market in case of a credit crisis. While we know that this care will not fully insulate
us from a downturn in a time of tight credit, we do know the companies with stronger
balance sheets tend to see smaller drawdowns and come out of crises faster than those
with weaker balance sheets.
On a Different Note
At the end of September, major index firms, such as S&P and MSCI, created a new
Communication Services sector to replace the old Telecom sector. This is only the
second sector addition since 1999 and followed from the increasing consolidation of the
telecom, media, and internet industries. This new sector will also include companies in
the Consumer Discretionary sector formerly classified in the Media sector (such as Disney,
Comcast and Netflix) and some companies in the Information Technology sector (such
as Google and Facebook). The new Communication Services sector currently represents
10% of the S&P 500.
So what does this mean? Index funds and investment managers that closely track sector
indices have been forced to make investment changes to align their funds to the new
benchmarks. Fortunately, our investment decisions and diversification goals are not tied
to any specific index. We look for high quality companies that are trading at reasonable
valuations given their level of expected growth. At times, this will lead us to be more
heavily weighted in certain sectors than others. As always, we would be happy to review
these changes with you in greater detail.
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appeared driven by another quarter of +20% growth in corporate earnings for US
stocks. However, on October 9th, the IMF cut its 2018-2019 growth forecast for the
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IMF growth target was only slightly below its earlier estimate, many investors started to
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continues to grow strongly and inflation has been steadily at or above the Fed’s 2%
target. We also feel higher interest rates, i.e. a tighter monetary policy, will encourage
the reduction of debt in the system. As you know, the last recession was driven by
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