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Executive Summary
The third quarter was dominated by headlines
surrounding trade conflicts, continued U.S./
international equity market divergence, and
rising interest rates.
Amidst a backdrop of strong economic growth
and low unemployment, U.S. stocks marched
noticeably higher, shrugging off aggressive
trade tactics from the Trump administration and
rising interest rates.
International stocks underperformed their U.S.
counterparts, particularly emerging markets as
China slowed and fears of currency contagion
weighed on shares.
For the balance of the year, trade, interest
rates and earnings will likely be the primary
drivers of stock prices. We don’t expect
midterm elections to have a big impact,
although they could result in a divided Congress.
This could mean more noise and investigations,
but less action. This may be good for stocks
which are benefitting from the 2017 tax cuts but
tend to enjoy the relative certainty of a softer
legislative agenda.

Apple is now worth more than $1 trillion,
and Amazon hit the same mark intraday in
September. They are now the two largest
stocks in the world. Will they remain at the top?
History suggests the odds are not in their favor.
On September 28, GICS (a classification
system) created a new sector called
Communication Services, which replaced
the existing Telecommunications Services.
As part of the change, certain stocks within
the Technology and Consumer Discretionary
sectors were reclassified into Communication
Services. Personal Capital dashboards and
portfolio management use GECS (a similar but
distinct system).
Personal Capital passed $8 billion in assets
under management and officially opened a
new office in Atlanta. We also launched an
upgraded and more personalized and taxaware version of Retirement planner as well
as Retirement Paycheck, which helps clients
understand where income will come from in
retirement and how to minimize the tax impact.

Valuations are not especially bullish or
bearish on their own. This makes it risky for
those starting to get greedy and push equity
allocations above long-term strategic targets,
or bet big on specific stocks. We see less
regard for risk overall and a common belief that
the biggest tech stocks will deliver consistent
double-digit gains with no material down moves.
Such an environment can be perilous.
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Q3 2018 ETF Performance 1

The major capital markets
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storylines in Q3 were trade
conflict, continued U.S./international divergence, and
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rising interest rates.
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U.S. stocks charged ahead (+7.1%, VTI).
In doing so, they set a new mark for the
longest U.S. bull market in history by some
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tional stocks also gained, albeit much less
impressively (+1.5%, SCHF), while emerging
markets continued their slide (-1.7%, VWO).
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Equity ETF Performance 2 (12/31/17 - 09/30/18)
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On trade, President Trump doubled down on his
aggressive posture, implementing tariffs on an additional
$250 billion of Chinese imports and maintaining a hard
line in NAFTA renegotiations with Canada, which were
ultimately worked out at the last minute and renamed the
USMCA (United States-Mexico-Canada Agreement).
As the quarter progressed, investors
seemed to slowly accept that trade conflict
will be an ongoing event with many twists
and turns. Calculating the cost of additional
trade barriers is difficult and increases in
prices are just now starting to show up in
select pockets. As a result, the daily reaction
to each piece of news has diminished.
Capital markets are so far indicating the U.S.
is better positioned to handle the escalation than China. Only time will tell. The MSCI
China index lost 8.5% for the quarter and is in
bear market territory from the January high.
Some fear a ripple from tariffs could turn into
a tidal wave of debt defaults in China. We
don’t know a reliable way to predict if China
can avoid such a hard landing scenario, but
at least up until this point the government
has been fairly adept at sidestepping disaster. It’s also worth noting that many Chinese
companies now trade at more attractive
valuations than their U.S. peers.
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And while we understand China can be more
volatile, we don’t think investors should give
up on it or on emerging markets in general. Heavy currency losses in Turkey and
Argentina exacerbated EM selling pressure
in Q3 and have been disastrous for citizens
of those countries, but have little impact on
the global economy. Meanwhile, government
debt-to-GDP ratios are generally lower in
emerging markets than the developed world.
The U.S. economy is firing on all cylinders. In
Q2, GDP growth exceeded 4% for the first
time since 2014. Unemployment finished
the quarter at 3.9%, near all-time lows, and
earnings growth is exceptional. This all feels
good, but it is important to remember stock
prices usually peak before it starts to show in
economic data. From an investment perspective, it is usually better to be aggressive
when there is slack in the economy than
when all seems rosy.
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US Target Federal Funds Rate
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On September 26th, the Fed raised short-term rates a quarter of a point to a
2.0%–2.25% target range. Comments by Chairman Powell suggested another
hike is expected in December, and potentially three more in 2019, which would
bring short-term rates to the Fed’s stated long-term norm of around 3%.
So far, stocks have handled rate increases in stride. Historically, equities have
started to show signs of stress from rate hikes only 18 months or so after the
cycle began. That would be right around now. However, overall rates remain
lower than at this point in most previous hiking cycles, providing a case that
the Fed may have room to engineer the elusive moderate slowdown without
causing a recession.
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Trade conflict
and politics
captured media
attention, but
earnings are the
driver pushing
stocks higher.

Q1 was a tough act to follow, but corporate America
delivered, posting 25% year-over-year earnings
growth. The 2017 tax cuts helped fuel results, but they
were impressive regardless.
Within US stocks, large technology and highmomentum stocks again posted the largest gains. The
biggest stocks provided much of the fuel, with Apple
and Amazon each up around 20% for the quarter.
Apple became the first public company valued at
over $1 trillion with Amazon not far behind. Quietly,
Microsoft gained 16% and is now worth almost $900
billion. Together, the three accounted for over a
quarter of the S&P 500’s gains.
Small-caps lagged and were up just 3.6% (IWM).
Investors favored small-caps earlier in the year as
trade war rhetoric heated up. With a new view that
tariffs won’t be as damaging as originally feared, larger
multinationals are back in favor. We think the markets
may be underestimating the domestic sensitivity of
small-caps and note that many are just as global as
large-cap stocks. Historically, as a result of higher
volatility, small-cap stocks offer higher returns than
large caps. Within US stocks, we continue to favor a
roughly 20% allocation to small-cap and believe this
will add significant value over time.
In the short term, international investors piling onto
the US equity bandwagon are likely fueling both the
geographic divergence and momentum stocks. These
investors often default to whatever is doing best
recently and what feels familiar. At least in Q3, that
was large-cap tech.
Oil was higher for the quarter, pushing into the $70s
per barrel. Supply reductions from sanctions on Iran
were a major driver. Energy stocks remained flattish
despite the higher commodity prices.
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Looking Ahead
For the balance of the year, trade, interest rates and earnings will likely
be the primary drivers of stock prices. We don’t expect midterm elections to have a big impact. On trade, the IMF estimates existing tariffs
will likely reduce global economic growth by 0.5%. That would create
a headwind, but we won’t really know how accurate that is for at least
a couple more quarters. It is even possible the tariffs are too small to
really matter. Ten percent of $250 billion is $25 billion. That is a lot of
money but doesn’t come close to moving the needle for markets overall. President Trump could always increase rates on existing tariffs, but
there are not many new items left to tax.
Relations between China and the U.S. have soured significantly in recent
months, and there is risk that either side may resort to, more dangerous methods of provocation such as product bans. Just as the end of
the Cold War provided a boost to growth, a long-term deterioration
between the two biggest economic powers would be a headwind.

Midterms
Elections are now just a month away. Some believe there will be a “blue
wave,” which would see the Democrats take control of Congress. In the
Senate, there are 35 seats up for grabs, but only 9 are currently held by
Republicans. For this reason, not much is likely to change in the Senate,
and it is even likely the GOP picks up a few seats. In the House, of course,
each representative must be elected every two years. Democrats would
need to pick up a net gain of 24 seats for a majority. While a tall order, a
record 39 Republicans are not running for reelection, so the door is open.
A divided Congress would likely mean more noise and investigations, but
less action. This may be a positive for stocks which tend to enjoy a softer
legislative agenda. Moreover, the calendar year following midterm elections has historically been very strong, posting an average annual return
of approximately 17.9% since 1927.
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Valuation & Sentiment
The forward Price to Earnings ratio on the
MSCI USA Index is 17, the MSCI EAFE Index
(developed international) is at 13 and the
MSCI Emerging Markets Index is are at 11
(all as of 8/31). The U.S. has a higher growth
rate, but lower prices for international
stocks are yet another reason we believe
so strongly in the importance of sticking
with global diversification.
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9%

8%

7.69%
7%

A forward PE of 17 is slightly above historical averages, but not by much. PE ratios
don’t provide consistent information about
the next year’s likely return, but they are
significantly correlated with five-year
forward returns. On that basis, valuation is
suggesting about average or slightly below
average return over the next five years,
which would still be pretty good. If we flip
a PE on its head, we get an earnings yield.
Looking at it that way, international stocks
look attractive and U.S. stocks still look
favorable compared to bond yields.
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Using sales instead of earnings, the S&P 500 is
trading at ~2.3x total sales, which is the highest
since the dotcom peak in 2000. This is relevant
because it is unclear if companies can maintain
record high margins and continue to contain
wage increases.

In sum, valuations are not especially bullish or
bearish on their own. This makes it risky for
those wanting to get greedy and push equity
allocations above long-term strategic targets, or
bet big on specific stocks. Many stocks are now
priced with very high expectations.
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2.5
2.3
2.1
1.9
1.7
1.5
1.3
1.1
0.9

60%

60%

40%

40%

20%

20%

0%

0%

16.8x
Current
R2 = 10%

-60%
8.0x

11.0x

14.0x

17.0x

20.0x

2018

2017

2016

2015

2014

2013

2012

16.8x
Current

-20%

-40%

2011

Forward P/E & subsequent 5-yr. annualized returns
S&P 500 Total Return Index 2

Forward P/E & subsequent 1-yr. returns
S&P 500 Total Return Index 2

-20%

2010

2009

2008

2007

2006

2005

2004

2003

2002

2001

0.5

2000

0.7

23.0x

-40%

-60%

R2 = 44%
8.0x

11.0x

14.0x

17.0x

20.0x

23.0x

Sources:
1 Standard & Poor's, Quandl / PS Ratio derived from current price divided by 12 month trailing sales / 2018 figure is an estimate / Date created: 10-02-2018
2 FactSet, Standard & Poor’s, Thomson Reuters, J.P. Morgan Asset Management. Returns are 12-month and 60-month annualized total returns, measured monthly,
beginning 09/30/1993. R2 representsthe percent of total variation in total returns that can be exaplined by forward P/E ratios. Guide to the Markets — U.S. Data are
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In terms of
sentiment,
most of this bull
market featured
relatively low
expectations.

The memory of the financial crisis of 2008
kept caution levels high. That provided a
good environment for stocks to climb a wall
of worry. This is now changing. We see less
regard for risk overall and a common belief
that the biggest tech stocks will deliver consistent double-digit gains with no material down
moves. Such an environment can be perilous.
On the bond side, almost everyone is bearish. Perhaps not to the degree of stocks, but
the bond market also likes to humiliate those
who try to outguess it. It is important to keep
bond volatility in perspective. 2018 so far is a
good example of a very bad year for bonds,
with the U.S. Aggregate market down 1.7%.
Those with a diversified approach who also
own some corporate bonds are doing better.
Bonds may sporadically endure one or more
flat or down-a-little years in the near future,
but over the next five years we feel confident
they will generate a significantly higher return
than cash and provide valuable diversification
from stocks.
Indeed, recent market conditions are driving
increased temptation to commit classic investing errors. At the top of the list: chasing heat
– buying what is hot, and avoiding what is not.
We urge investors not to give up on the timetested concept of diversification. We think it
is especially important right now in regard to
high-level asset allocation, economic sectors
and geography.
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Is Bigger Better?
With Apple and Amazon presently at the trillion-dollar
mark, and Apple now more than 4% of the S&P 500, it feels
appropriate to reconsider how the biggest companies typically fare over time. In short, it is tough being at the top.
According to Research Affiliates study, over the last 30
years the largest stock in the world outpaced the global
stock market only about 5% of the time, delivering an
annual shortfall of 10.5%. The study also showed the largest stock in each sector tends to lag, the largest stock in
each country tends to lag, and that performance could be
improved by simply not owning the largest stock.
There are three main factors at play. First, a big valuation
attracts a lot of competition. Second, being big makes it
harder to move and innovate. Finally, sheer size creates
challenges for growth. So far, the mega-tech players
have been able to beat these challenges, or buy them as
Facebook did with Instagram. But maintaining this edge
becomes increasingly difficult with size.
As an example of how hard it can be to grow at scale, if
Apple’s stock goes up by just 1% on a given trading day,
that now represents about $11 billion of valuation, or about
the size of either Chipotle, Gap or Campbell’s Soup. If you
assume Apple makes about $350 profit on each iPhone,
that’s the equivalent of 31 million more iPhones, roughly
enough to stretch from San Francisco to Chicago. Apple,
Amazon and Microsoft have each done an admirable job of
creating new multi-billion business lines, but that isn’t easy.
General Electric found out just how hard (and risky) it can
be to find ways to move the needle attempting to add to
its once $600 billion market cap.
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Apple & Amazon - Annual Change in Market Capitalization
Source: YCharts / 2018 data through 9/30 / Date created: 10-02-2018
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Apple and Amazon are great companies
and have changed the world in profound
ways. However, the biggest company at
any given time is always in that position
because it has done something great.
And with that, investors have a tendency to view it as
superior to all others at that particular moment. But more
often than not, things change. To be clear, we are not
bearish on either company. Personal Capital managed
accounts have exposure to several of the biggest tech
stocks and are participating in their success. We acknowledge that enthusiasm for high-momentum tech shares
could easily accelerate further in the coming months.
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There is typically a justification for why big valuations are “different this
time.” One that’s gaining in popularity is that the biggest tech companies control the most data and can best leverage advances in artificial
intelligence. There is some truth to this. Companies like Google,
Facebook and Amazon know a lot about most people. But we think
the value of this is somewhat overstated. It is nice to know what kind of
shoes you buy, what music you listen to, where you go and when you
sleep, and there is value to learning from that data across large numbers of people. But it pretty quickly gets harder and harder to extract
more money from the next detail or piece of data about societal or
personal behavior. Ultimately, companies still have to be able to act
quickly to deliver quality goods and services people want.
We don’t want to avoid the biggest companies; we simply feel there is
great advantage to limiting the weight of any given stock in a portfolio, and more importantly, rebalancing back to a specific target weight.
This concept works for asset classes like stocks and bonds, geographies, economic sectors and individual securities.

Periodic &
disciplined
rebalancing
generates
profits as
stocks go up
& down from
reversion to
the mean.

In periods where certain stocks only go one
direction (up or down), rebalancing actually hurts
return. This year, our Smart Weighting approach
to US equities, which provides better diversification at the size and sector level, is modestly
trailing traditional capitalization indexes. One
reason is strong performance from the biggest
stocks.
The opposite of rebalancing is momentum chasing. Momentum has been the best performing
“factor” for 2017 and so far in 2018. Like emerging
markets, momentum can be volatile and can easily
go from first to worst. History favors an overweight to small-cap and an underweight to the
very biggest stocks, and we believe in remaining
positioned that way over full market cycles.
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Sector Shakeup
Every so often economic sectors change enough to
drive reclassification by index providers. This occurred
in September within the Global Industry Classification
Standard (GICS), which was codeveloped by MSCI and
Standard & Poor’s. Over the last couple of decades the
Telecommunications sector has gradually decreased
in size. Part of this is due to consolidation, and part is
due to competition. But it also reflects a fundamental
change in the way people communicate. Gone are the
days dominated by fixed-line and wireless phone calls.
We’ve entered a new era where communication exists
not just through voice, but through email, messaging
and social media.

On September 28, GICS created a new sector called
Communication Services, which replaced the existing
Telecommunications Services. As part of the change, certain
stocks within the Technology and Consumer Discretionary
sectors were reclassified into Communication Services.

The Personal Capital Dashboard utilizes Morningstar’s
classification system, called GECS, which is similar to,
but unique from GICS. We also use GECS for portfolio management purposes and sector allocations.
Morningstar is expected to follow suit with similar
adjustments to its sector classifications. However, the
official announcement is not expected until sometime
in the fourth quarter of this year, with the actual transition taking place later in 2019.
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S&P 500 Sector Weights: Pre- & Post-GICS Updates
Source: Standard & Poor's / Date created: 10-02-2018
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will occur for Netflix, Comcast and
Disney, which are leaving Consumer
Discretionary. This means that within
GICS, the Technology sector will shed
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How will this impact you? In all likelihood, there
isn’t much of an impact unless you own sector-specific ETFs and funds. This is because
even though companies are being reclassified
within sectors, their overall weight within broader
market indices is not changing. So if you own an
S&P 500 fund, you’re still invested in the same
amount of Google both before and after the
shift. However, if you own a sector-specific ETF
benchmarked according to GICS, its underlying
investments have been transitioning to the new
classifications over the last few months.
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The success of Smart WeightingTM, the Personal
Capital approach to U.S. equities, requires having
an objective classification system which allows
for unemotional rebalancing. Either GECS or GICS
could provide this, but consistency is desirable
so we will remain consistent with GECS. Once
the GECS classification changes are officially
announced, we will evaluate how best to adjust
our strategies to ensure a smooth transition.
Longer term, we view the changes in sectors
as more reflective of the modern economy
and a positive. When all is said and done,
the Technology sector will be smaller and
Communication Services will be larger. As a
result, our underweight to Tech will be significant,
but smaller. Throughout, our portfolios will remain
better diversified and positioned to benefit from
sector rotation, when it inevitably occurs.
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Thank you
for your
interest

Bill Harris, Craig Birk, and Kyle Ryan
THE PERSONAL CAPITAL ADVISORS INVESTMENT COMMITTEE
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This communication and all data are for informational purposes only
and do not constitute a recommendation to buy or sell securities. You
should not rely on this information as the primary basis of your investment, financial, or tax planning decisions. You should consult your legal
or tax professional regarding your specific situation. Third-party data is
obtained from sources believed to be reliable. However, PCAC cannot
guarantee that data’s currency, accuracy, timeliness, completeness or fitness for any particular purpose. Certain sections of this commentary may
contain forward-looking statements that are based on our reasonable
expectations, estimate, projections and assumptions. Forward-looking
statements are not guarantees of future performance and involve certain
risks and uncertainties, which are difficult to predict. Past performance is
not a guarantee of future return, nor is it necessarily indicative of future
performance. Keep in mind investing involves risk. The value of your
investment will fluctuate over time and you may gain or lose money.
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