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 In our year-end 2017 correspondence,  we highlighted the 
potential for market volatility and our thoughts that it would 
present itself in some fashion during 2018.  After  a strong start 

to the year with equities increasing 8% over the first 18 trading 
days, equity markets reversed course and sold off  abruptly, 

declining 10% over the next nine trading days.    While this 
volatility did not approach levels experienced in 2008 it was 
significantly elevated versus recent figures.  In the months 

following, volatility levels tempered, but the impact was real and 
we continue to believe that these volatility spikes will present 
themselves at more regular intervals given our station in the 
current market cycle.  After recovering from the February lows, 

markets experienced a period of moderate volatility, retesting lows during early April before 
consolidating to mount an impressive move higher into mid-year were equities seem poised to challenge 

the highs from January.  As both inflation pressures build and tariff issues take centerstage the potential 
for further volatility during the balance of the year continues to increase.  While we believe inflation in the 
near and medium-term is manageable and in some ways a positive, we need to be cautious of longer-run 
inflation driven by fiscal deficits and deepening trade imbalances which could pressure the dollar and 

weaken purchasing power.  JP Morgan noted recently, the impact of tariffs through the end of June has 
been minimal (about $54 billion of U.S. imports or just 2% of all U.S. imports of goods and services; and 
only 0.3% of U.S. GDP), while response in retaliation to these actions is even smaller ($22 billion of U.S. 

exports or just 1% of all U.S. exports of goods and services).  At current this is minor in scale, though we 
need to be mindful as it may impact confidence and deliver heightened volatility in financial markets 
during the back half of the year.   

The current bull market in equities is likely in its later stages requiring a greater level of discipline from 
an allocation and valuation perspective.  Our allocation to equities is neutral at current given diverging 
points of focus – a strong macroeconomic environment versus modestly elevated valuation levels.  We 
believe the probability of financial markets experiencing turbulence continues to increase in these later  
stages which should benefit companies that are well-positioned within their respective industries and 
good stewards of capital.  Accordingly, we must remain highly cognizant of risk and favor companies with 
strong balance sheets and disciplined capital allocation strategies.  We continue to view the current 
backdrop as elevated from a  valuation  perspective but  not  yet  at  irrational levels.    Elevated   valuation     
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landscapes can continue for some time, especially when fueled by a low interest rate environment (versus 
historical norms) that is likely to remain in place in the coming years.  The current course of equities moving 

higher has merit given tailwinds from strong macroeconomic growth conditions, an increasingly favorable 
regulatory environment and increased optimism from both corporations and consumers.  Our predisposition is 
to maintain our neutral stance with respect to macro equity allocation, making sure our portfolios are exposed 

even at this potentially later moment in the market cycle.  Conversely, with fixed income our stance continues to 
remain cautious as the risk/reward relationship has become less and less favorable as headwinds have 
presented themselves in the form of the narrowing supply of attractive opportunities and a bourgeoning 
inflation picture.  As always, we believe a properly risk-allocated portfolio is one that is well-diversified across 
asset classes and is cognizant of the risk inherent in these underlying assets. 

Equity markets, both domestic and international started 2018 as they ended 2017 with strong gains (+8% 
through January 26th) only to sell off hard and fall into correction territory by early February on what looked 

to be consolidation of strong gains realized over the past 15 months (since November 2016) as there was 

nothing systemic which presented itself that market observers could point to.  Since then, equities for the 
most part have rebounded nicely against modestly elevated levels of volatility and now sit within striking 
distance of all-time highs.  A strong global economic backdrop, tax reform and strong earnings have driven 

equities over the past two quarters and absent derailment from tariff concerns or an over-reach of monetary 
policy by the Fed a retest of highs from earlier this year seems likely.  That said, the broader domestic 

economy is likely in the late stages of expansion (now pushing nine years) and at some point, a recession will 
present itself—though one beginning in the next 12 months looks relatively limited based on current and 
anticipated upcoming macroeconomic data.  Additionally, the current bull market for equities is feeling long in 

the tooth and we believe risks are rising as a result which should enable fundamental stock selection to 

deliver alpha in the future.  While stocks have been rising in unison for some time, an even smaller number of 
mega cap stocks are driving a disproportionate amount of the gains in  large cap indices and the longer this 
continues the potentially riskier it becomes for the broader market.  With respect to the S&P 500’s year-to-

date performance through the end of June, the top 10 positions which encompass approximately 20% of the 
index weighting have driven a significantly higher proportion of the return YTD, while the five FAANG 

(Facebook (FB), Amazon (AMZN), Apple (AAPL), Netflix (NFLX) and Alphabet (formerly Google (GOOG/L)) 
stocks if not included in the S&P 500 would have removed all of its +2.50% YTD return (thru the end of June).  

Our hope is that an environment takes hold where market breadth widens, rotation to more favorable-
valuation sectors begins and broader equity index gains are driven from more and not fewer stocks.  This 
would be healthy and likely portend a longer, more balanced run from this current bull market while limiting 
the potential damage that will inevitably occur when equities enter a prolonged selloff. 

Year-to-date, domestic equities have outperformed international equities, reversing the trend experienced 
during much of 2017.  Emerging markets experienced the largest headwind during the first half of 2018 

declining nearly 5% with China (down approximately 10%) and Brazil (down approximately 8%) performing 
worst offset by strength in Mexico (up about 7%) and Australia (up about 2%).  Much of Europe experienced 
modest declines with Germany, Italy, France and the U.K. all weakening, while Spain saw gains (increasing 
approximately 1.5%).  Given outperformance from international stocks last year some of this may be 
reversion and prove healthy as long as macro trends hold up moving forward.  Domestically, small caps 

outperformed large caps meaningfully (by more than 6%), while mid caps modestly outperformed large caps 
(by 0.75%) and lagged small caps (by 5.25%).  A stronger dollar and concerns around tariffs likely drove some 
of the gains, though solid fundamental performance for smaller companies cannot be downplayed.  Growth 

continued to outperform value across the board as prospects for a stronger domestic economy as well as 
better than anticipated global growth drove a shift towards risk assets within equities.   The widest gap was  

Equity Markets 
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Debt markets continue to languish, ending the first half of 2018 down nearly 2%, extending the challenging 

back half of last year and at the moment somewhat directionless given rising rates and increasing inflation 

expectations.  The investment grade category has been even harder hit as it has fallen approximately 3% YTD, 

pressured by record high duration (generally a headwind in times when the Fed is tightening) and a mild 

deterioration in broader credit metrics.  During the first half, the aggregate bond category declined 1.7% in 

total return terms as rising interest rates and competition from riskier assets impacted performance.  While 

still negative in return terms, the category saw better performance during Q2 falling just modestly (down 

0.2%) and risk/reward may be improving on a relative basis versus broader equities as we head into what is 

likely to be a somewhat volatile back half of the year.   

Standout categories during the first half of the year within the asset class included: bank loan (+1.5%), high 

yield muni (+1.5%) and ultrashort bond (+0.75%).  The bank loan category performing well should not come 

as a surprise given the correlation to interest rates though some observers seemed to have expected more 

(and given the increase in rates they may have a point).  However, debt markets had been anticipating the 

Fed’s raising of rates and this likely has impacted returns somewhat.  Weaker categories included: emerging 

markets bond (-5.2% in U.S. dollar terms; -6.3% in local currency), long-term bond (-3.6%), long government 

(-3.0%) and corporate bond (-2.9%).  Additionally, while only down fractionally, the inflation-protected bond 

category declined 0.1% during the first half and should have been a likely beneficiary of higher interest rates 

and rising inflation though this seems to be elusive thus far.     

As we move to the back half of 2018, pressures likely endure despite a modestly more favorable relative 
backdrop for fixed income.  While the Federal Open Market Committee has signaled confidence in its plan to 
move ahead with additional interest rate hikes while continuing to negotiate a slow to modest unwind of its 

~$4T balance sheet, worries around potentially over-shooting with rate increases are starting to rise.  With 
this backdrop, bond selection within the broader fixed income category is likely to become increasingly 
challenging.  To this end, we have become more cautious with respect to term and quality of the inventory 

being offered our way, unwilling to extend out further on the credit risk spectrum.  Shorter duration likely 
continues to see increased allocation (and possibly more in the way of CD and CD-like instruments as there 
seems to be life in these yields after years of absence), while more cyclically sensitive corporates which are 

less impacted by rising interest rates provide support. 

seen in large caps where growth outdistanced value by more than 9%, while a smaller divide was realized in mid 
caps where growth outperformed by approximately 2.40%.  Sector performance was led by Consumer 

Discretionary, Energy, Real Estate and Technology all outperforming the broader market, while Consumer 
Staples, Financials, Industrials, Materials, Utilities and Telecom lagged by varying margins.  Health Care 
performed roughly in line with the broader market. 

Fixed Income 

Exchange Traded Fund Equity  Indexes  Performance through June 30, 2018 

Index ETF Ticker Year to Date 1 Year 3 Years 5 Years 

Vanguard Total Stock Market VTI 3.18% 14.84% 11.60% 13.31% 

iShares MSCI EAFE EFA -2.84% 5.89% 4.75% 6.21% 

Vanguard FTSE Emerging Markets VWO -7.32% 5.94% 3.68% 4.34% 

Exhibit 12 
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Performance across much of the equity 

landscape could be described as mostly mixed 
during the first half of the year.  Domestic 

outperformed international, growth continued to 
outpace value, small cap bested mid/large caps 
and technology and consumer discretionary 

were better performers while consumer staples 
and telecom lagged.  On the heels of 2017’s 

strong performance nearly everywhere, most 

expectations for the first half were largely in-line.  

The question we posed six months ago as to 
whether the asset class had gotten ahead of itself 

was mostly answered, especially after January 
26th, when equities fell ~10% in nine trading 
days only to nearly fully rebound by mid-year.  It 

seems consolidation was needed and healthy!  
Since then earnings have continued to impress 

and move higher while a solid level of confidence 
in the macro environment remains.  That said, 
very few dispute we are in the later stages of 

both the current macroeconomic expansion (just under nine years) and the current bull market (pushing  
ten years) and that these occurrences don’t go on forever.   Our KbC equity strategies have endured the same 

mixed performance YTD, though Q2 was challenging after starting the year relatively strong.  With growth 
continuing to outperform versus value, our core/near-core strategies lagged somewhat through the end of 

June but feel well positioned ahead of what looks to be an elevated level of volatility in the back of the year.  
We admit to having patience and discipline in executing the strategies and that we don’t chase returns, 
believing that over several years or a full market cycle our approach will be rewarded on a risk-adjusted 
basis.  As the backdrop for domestic equities tempers somewhat at this later stage in the cycle, we feel 
confident in our strategies and their underlying framework.  We will continue to use extended domestic 

equity rallies as an opportunity to trim elevated positions (against our price targets) and reallocate those 
proceeds into the beta isolator (index ETF) remaining exposed to the broader market but doing so with an 
increasing eye with respect to risk.     

KbC Equity Strategy Model 

Portfolios 

Exchange Traded Fund Allocation  Indexes  Performance through June 30, 2018 

Index ETF Ticker YTD 1 Year 3 Years 5 Years 

iShares Core Aggressive Allocation AOA -0.61% 8.50% 7.37% 8.88% 

iShares Core Growth Allocation AOR -0.89% 6.41% 6.10% 7.31% 

iShares Core Moderate Allocation AOM -0.90% 4.17% 4.69% 5.39% 

iShares Core Conservative Allocation AOK -1.12% 3.10% 4.04% 4.33% 

Exhibit 34 

Exhibit 23 
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KbC Dividend Strategies struggled during the first half of 2018 in both absolute and relative terms, lagging 

versus the benchmark and the broader market.  Portfolio exposure as near-core with a slight bend towards 

value faced headwinds given growth stocks continuing to outperform and by a significant margin (nearly 500 

bps during the first half of the year).  While the strategy owns both offensive and defensive positions and we 

believe there will be a time that this approach is rewarded, the first six months of 2018 was not that time.  Yet 

we continue to view the strategy as well positioned, especially from a risk/reward perspective heading into the 

back end of 2018.  Our philosophy towards income producing strategies is to employ a barbell approach of 

holding both consistent dividend payers and those increasing their dividend at outsized rates versus the 

broader market.  The outsized dividend growers, mostly with higher growth characteristics outperformed the 

consistent dividend payers, which exhibit more value features and this corroborated growth’s outperformance 

of value throughout the first half of the year.  We don’t manage our portfolio strategies for the near-term but 

instead try to identify and hold companies that we feel have a greater success of outperforming over an entire 

market cycle.   

Strong performance during the first half of 2018 was seen in a host of positions including Microsoft (MSFT), 

UnitedHealth Group (UNH) and Energy Select Sector ETF (XLE), all outperforming the broader market.  

Conversely, the strategy’s exposure to consumer staples (modestly overweight relative to benchmark) 

negatively impacted first half performance as evidenced by underperforming positions including Kraft Heinz 

(KHC), Walgreens Boots Alliance (WBA) and JM Smucker (SJM).   

New positions in the first half of 2018 include: Altria (MO), United Technologies (UTX) and Microsoft (MSFT)—

as it unlocks significant value through meaningful changes to the broader Office business model (to annual 
subscription pricing) and realizes the potential of Azure, the company’s cloud computing platform; while exited 

positions include: PPG Industries (PPG) and Starbucks (SBUX)—where it is our belief that a slowing growth 
trend in U.S. same-store sales over the next few years will be hard to overcome and place negative leverage on 

the company’s P&L.   

KbC Dividend Strategies 

KbC’s Market Strategies provided a tale of two halves during the first six months of 2018.  Early on and 
through the end of Q1 the strategy was performing well, buoyed by strong performance from positions across 
financials, materials and technology, including a hybrid insurance/reinsurance holding XL Group (XL) being 
acquired by Axa at a significant premium.  Conversely, during Q2 the strategy experienced challenging moves 

in a few positions (Ball (BLL), JM Smucker (SJM), RenaissanceRe Holdings (RNR) and Hain Celestial Group 
(HAIN)—where the investment thesis broke down, necessitating an exit from the position).  Apart from the 
exited HAIN position, the others unfortunately were casualties of what we believe to be short-term 

underperformance during the quarter and we remain confident in the investment thesis and their risk/reward 
attributes.   

Year-to-date, the strategies’ relative underperformance can mainly be traced to exposure in defensive-leaning 
positions including core holdings Kraft Heinz (KHC) and JM Smucker (SJM) which have disappointed as the 

broader market has shown a preference towards growth over value during the past year or so and neither 
company has helped itself given anemic top-line growth.  Additionally, positions in Ameriprise Financial 
(AMP), CVS Health (CVS) and Ford Motor (F) negatively impacted performance.  Positive performers within the 

strategy included Microsoft (MSFT), UnitedHealth Group (UNH), Energy Select Sector ETF (XLE) and iShares 
NASDAQ Biotechnology ETF (IBB).   

KbC Market Strategies 
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New positions in the first half of 2018 include: Altria (MO), Carbon Black (CBLK), Microsoft (MSFT) and 
Constellation Brands (STZ)—one of the few companies experiencing solid top-line growth within food and 

beverage; while exited positions include: Technology Select Sector ETF (XLK), Hain Celestial Group (HAIN), 
Starbucks (SBUX) and XL Group (XL). 

 

 

After struggling during 2017, KbC’s Mid Cap Strategies seemed to have found their footing thus far in 2018.  

During the first half of the year the strategies have slightly outperformed against their respective benchmark 

and modestly outpaced the broader market.  Given these portfolios bend the most growth of our core strategies 

they benefited during the first half from the market’s preference of growth over value.  That said, mid cap saw  

much narrower growth-to-value divergence than the rest of the broader market (at 236 bps) and accordingly 

we experienced less divergence between offensive and defensive positions within the strategies.    

Strong performance during the first half of 2018 was seen in a handful of positions including New Relic (NEWR), 

2U (TWOU), IAC Interactive (IAC) and AMC Networks (AMCX), all significantly outperforming the broader 

market.  Additionally, two companies, Validus Re (VR) and XL Group (XL) completed and announced takeovers 

by larger insurance companies, respectively, which drove material outperformance in their shares.  Conversely, 

negative performance impacts during the first half of the year were most felt from the following positions: 

ACADIA Pharmaceuticals (ACAD), Adamas Pharmaceuticals (ADMS), Beacon Roofing Supply (BECN), Berry 

Global Group (BERY) and Dollar Tree (DLTR).   

KbC Mid Cap Strategies 

The information provided herein is the opinion of Knightbridge Capital and subject to change without notice.   It is not to be 

construed as investment, legal or tax advice.  This publication may contain forward looking statements which reflect our 

best judgment based on factors currently known but involves significant risks and uncertainties.   Actual results will differ 

from those anticipated in forward looking statements as the result of changes in underlying assumptions including but not 

limited to systemic, macro and company-specific risks. 

 

Knightbridge Capital is an investment management option available through Prentice Wealth Management, LLC, an SEC 

Registered Investment Adviser. Securities offered through Cadaret, Grant & Co. Inc. member FINRA/SIPC. Advisory 

services offered through Prentice Wealth Management, LLC. Prentice Wealth Management and Cadaret, Grant & Co. Inc. 

are separate entities. 
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