
3Q RECAP
Global stresses relating to trade have 
caused a divergence between U.S. 
and international equity markets. U.S. 
stocks have benefited from better-than-
expected earnings growth, with the S&P 
500 climbing into double-digit territory 
for the year. Trade issues and dollar 
strength were headwinds for overseas 
stocks, especially in emerging markets. 

A Treasury selloff late in the quarter 
pushed the 10-year yield above 3% (yields 
move inversely to price). Credit spreads, 
the difference between corporate lending 
rates and Treasuries, tightened on solid 
demand for investment-grade debt. 
Citing economic health, the Federal 
Reserve raised short-term rates in late 
September and appears on track for one 
more hike before year-end.

MARKET OVERVIEW
It is hard to find much wrong with the U.S. economy these days. We are enjoying the fastest GDP growth in a decade, 
with unemployment near its lowest this century, manufacturing expanding for 25 straight months, scant inflation and 
soaring consumer confidence. Plenty of cheery news can also be found in equity markets where robust earnings have 
pushed share prices to new records. 

FIGURE 1

U.S. EQUITIES EXTEND LEAD
YEAR TO DATE TOTAL RETURN
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Indexes used: Russell 2000, Standard & Poor’s 500, Bloomberg U.S. Corporate High Yield Bond, Bloomberg 
Barclays US Credit Index, Barclays Bloomberg Municipal Bond, MSCI EAFE, Barclays Bloomberg U.S. Aggregate 
Bond, U.S. Benchmark 10-Year Govt, JP Morgan EMBI+ Index, MSCI Emerging Mkts
Source: Thomson Reuters Datastream as of 9/30/2018
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With everything going so right, the inevitable question: Is this the peak? 

Of course, we will not know where the top is until the economy and markets have gone past it and are heading down the 
back side. Still, there are signs that suggest coming quarters may offer less oomph. Current forecasts call for brisk GDP 
growth (4.2% annual rate in 2Q) to ease off and lower earnings growth estimates for 2019. Financial conditions are also 
getting tighter as U.S. interest rates climb, and the strong boost provided by the 2017 corporate tax cuts and increased 
government spending will soften next year.

While we are not sure about a U.S. market top, we can say with a high degree of conviction that overseas’ markets are 
not experiencing the same exuberance. 

The threat of a global trade war has been weighing on international markets — Figure 2 shows how non-U.S. developed 
shares trailed off in the spring, a timing that corresponds to the first U.S. tariffs being imposed on steel and aluminum. 
While the market’s reaction reflects a belief that the U.S. would be a clear winner in a global trade war, history shows 
trade wars have adverse effects on all parties involved. For this reason, we expect markets to converge over the near 
term. If global growth stabilizes, the convergence can be a positive for overseas markets. But if tension escalates, the 
U.S. could be headed for a downturn. 

There are indications that we may be past “peak protectionism,” even in light of an escalating confrontation with China. 
In recent weeks, the U.S. has reached deals with Mexico and Canada, the top two U.S. export markets that together 
account for almost a third of total trade. This follows an agreement with the European Union and talks with Japan will be 
starting soon.

FIGURE 2

TRADE TENSIONS TRIGGER SPLIT BETWEEN U.S. AND INTERNATIONAL STOCKS
TOTAL RETURN, MSCI USA VS. MSCI WORLD EX USA

■ USA ■ World ex USA
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The global economy outside the U.S. may not be booming, but it is in pretty good shape and has room to get better. As 
an example, Figure 3 shows the dramatic improvements in Europe since unemployment topped out at 12% in 2013, but 
the numbers still haven’t gotten down to their pre-Great Recession level. In the U.S., however, you have to go back to 
1970 to see unemployment this low. 

In addition, if you back out the one-off impact of last year’s corporate tax cuts, earnings growth forecasts for developed 
markets are roughly the same as the U.S. and emerging markets are greater. Manufacturing is on the rise in both EM and 
DM, and both are earlier in their economic cycle than the U.S., so they have more room to grow before their peak. There 
are risks — European banks are still rickety, for instance, and there are debt issues in EM that could worsen with higher 
U.S. interest rates and an appreciating dollar. Rising oil prices could also present a headwind.

Given divergent economic cycles, it’s important to reiterate the value of global diversification. U.S. equities have 
outperformed in 2018 due to the trade issue and stronger earnings growth, but both stand to be less of a factor going 
forward. If this is indeed as good as it gets, we expect investors to rotate allocations from expensive U.S. assets to 
international assets that are cheap on a relative valuation basis.

FIGURE 3

EUROPEAN UNEMPLOYMENT SUGGESTS EARLIER IN THE BUSINESS CYCLE
UNEMPLOYMENT IN U.S. AND E.U., 2007-18

■ Europe ■ U.S.

Source: FactSet as of 8/31/18
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PORTFOLIO MANAGEMENT
In the third quarter, USAA Managed Portfolios (UMP) 
revised its tactical positioning by shifting an allocation 
from emerging markets to international developed 
markets. Short-term headwinds currently outweigh 
the long-term potential for emerging markets given 
trade turmoil, weakening currencies and country-
specific instability. At the same time, non-U.S. 
developed markets are benefiting from economic 
growth and more confident consumers.

3Q portfolio performance was helped most by strong 
performance in domestic stocks (U.S. is the largest 
component of UMP’s equity allocation) after another 
strong earnings season and continued improvement 
in sales and profit margins. Overseas equities were 
mixed — developed markets contributed a small 
positive in the 3rd quarter, while emerging markets (a 
smaller allocation) detracted from performance. Fixed 
income finished largely flat for the period as interest-
rate volatility returned in September. Our preference 
for credit paid off, with high yield faring well. 

Our key themes:

U.S. EQUITIES
The current bull market, now in its 10th year, is the longest on record. As of the end of 3Q, consensus full-year 2018 
(as compiled by FactSet) was forecast at 20% earnings growth and 7.6% revenue growth. The question of a market 
peak lingers, but with no significant recession fears in sight, we expect share prices to hold up. Lower corporate 
taxes should keep helping small caps.

INTERNATIONAL DEVELOPED
Non-U.S. developed markets appeal to us on a relative valuation basis, and we believe their earlier position in the economic 
cycle offers more upside potential than U.S. shares. In Europe, GDP growth is solid and the early-year constraints caused by 
capacity issues are getting fixed, while Japan is seeing faster profit growth than other large markets.

U.S. CORPORATE BONDS
We like short-term, investment-grade credit for both its diversification benefits and the yield pick-up compared to 
Treasuries with similar maturities. Short-term corporate bonds are not as safe as Treasuries, but they offer higher 
potential returns with only slightly more risk. Even better, they are less sensitive to rising interest rates as the Federal 
Reserve’s monetary tightening continues. 

As always, our suggestion to members is to remain focused on the long-term investment plan that you have put so 
much thought into. Be diversified and have a balanced portfolio that aligns with your risk tolerance. USAA Managed 
Portfolio shareholders who may be uneasy about market risk in general or have concerns about current asset-class 
allocations should consider consulting with a USAA advisor.

ASSET CLASS CHANGE TACTICAL

US Large — ✓

US Small — ✓

International Developed ▲ ✓

Emerging Market ▼

Treasury —

Investment Grade Credit — ✓

High Yield —

Emerging Market Debt —

Cash —

FIGURE 4

UMP TACTICAL ALLOCATION
AS OF 9/30/2018



Investment Philosophy
We believe in constructing global, actively-managed portfolios 
that aim to capitalize on market opportunities utilizing multiple 
asset classes, institutional managers, and investment factors 
including value, momentum, and corporate credit. We adhere to our 
disciplined research and portfolio construction process, even if it 
causes us to deviate from the crowd. 

Core 
Competencies

What We Do

• Build broadly diversified model portfolios to help you achieve your 
financial goals 

• Set long-term allocations to help reduce risk and volatility along 
with a short-term allocation to maximize timely opportunities

• Monitor how investments and managers complement each other

• Rebalance to keep risk in-line

• Employ tax minimization strategies when warranted

We continually focus on global markets, economies and the 
geopolitical environment so you can focus on your life goals.
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Investing in securities products involves risk, including possible loss of principal.
This material is provided for informational purposes only by USAA Asset Management Company (AMCO) and/or USAA Investment Management Company (IMCO), both registered investment advisors. The material is not investment 
advice and is not a recommendation, an offer, or a solicitation of an offer, to buy or sell any security, strategy or investment product. The views and opinions expressed in the material solely reflect the judgment of the authors, but 
not necessarily those of AMCO, IMCO or any affiliates as of the date provided and are subject to change at any time. All information and data presented herein has been obtained from sources believed to be reliable and is believed to 
be accurate as of the time presented, but AMCO/IMCO does not guarantee its accuracy. The information presented should not be regarded as a complete analysis of the subjects discussed. Any past results provided do not predict or 
indicate future performance, which may be negative. No part of this material may be reproduced in any form, or referred to in any other publication, without express written permission of AMCO/IMCO and USAA.
Diversification is a technique to help reduce risk. There is no absolute guarantee that diversification will protect against a loss of income.
Past performance is no guarantee of future results.
Asset allocation does not protect against a loss or guarantee that an investor’s goal will be met. 
USAA Managed Portfolios — UMP® (UMP) is an advisory service of USAA Investment Management Company (IMCO), a registered investment adviser, that is offered through its affiliate, USAA Financial Advisors, Inc. (FAI). Brokerage 
accounts are introduced and brokerage services provided by FAI and IMCO, both registered broker-dealers and Member SIPC. Clearing, custody and other services provided by National Financial Services LLC (NFS), Member NYSE and 
SIPC. A full description of the UMP program, including the investments, risks and applicable fees, is provided in the UMP Brochure. Information about UMP is also available by calling 1-800-531-1345.
The fixed income securities are subject to price volatility and a number of risks, including interest rate risk. Interest rates and bond prices move in opposite directions so that as interest rates rise, bond prices usually fall and vice versa. 
Interest rates are currently at historically low levels. Fixed income securities also carry other risks, such as inflation risk, liquidity risk, call risk, and credit and default risks. Lower-quality fixed income securities involve greater risk of default 
or price changes. Securities of non-U.S. issuers generally involve greater risks than U.S. investments and can decline significantly in response to adverse issuer, political, regulatory, market and economic risks. Fixed income securities sold 
or redeemed prior to maturity may be subject to loss. • Investments in foreign securities are subject to additional and more diverse risks, including but not limited to currency fluctuations, market illiquidity, and political and economic 
instability. • Foreign investing may result in more rapid and extreme changes in value than investments made exclusively in the securities of U.S. companies. There may be less publicly available information relating to foreign companies 
than those in the U.S. Foreign securities may also be subject to foreign taxes. Investments made in emerging market countries may be particularly volatile. Economies of emerging market countries are generally less diverse and mature 
than more developed countries and may have less stable political systems.
The MSCI Emerging Markets Index is a free float-adjusted market capitalization index that is designed to measure equity market performance in the global emerging markets. • The MSCI EAFE Index covers 21 developed markets outside 
of North America: Europe, Australasia and the Far East. It aims to include in its international indices 85% of the free float-adjusted market capitalization in each industry group within each country. • The MSCI USA Index is designed to 
measure the performance of the large- and mid-cap segments of the U.S. equity market. The index covers approximately 85% of the free float-adjusted market capitalization in the U.S. • The MSCI World ex USA Index measure large- and 
mid-cap stock performance in 22 developed markets (U.S. excluded). The index covers approximately 85% of the free float-adjusted market capitalization in each country. • The Bloomberg Barclays U.S. Municipal Index covers the U.S. 
dollar-denominated long-term tax-exempt bond market. The index has four main sectors: state and local general obligation bonds, revenue bonds, insured bonds and pre-refunded bonds. • The Bloomberg Barclays US Corporate High 
Yield Bond Index measures the U.S. dollar-denominated, high yield, fixed-rate corporate bond market. Securities are classified as high yield if the middle rating of Moody’s, Fitch and S&P is Ba1/BB+/BB+ or below. Bonds from issuers with 
an emerging markets country of risk, based on Barclays EM country definition, are excluded. • The Standard & Poor’s 500 Index is an unmanaged index of 500 stocks representing the large cap segment of the market, covering 75% of the 
U.S. equities market. • The S&P SmallCap 600 Index measures the small-cap segment of the U.S. equity market. The index is designed to track companies that meet specific inclusion criteria to ensure that they are liquid and financially 
viable. • The Russell 2000 Index is an unmanaged index that consists of the 2,000 smallest companies in the Russell 3000 Index. It is a widely recognized small cap index. • The Bloomberg Barclays U.S. Aggregate Bond Index is a widely 
recognized index used to track the performance of investment grade bonds in the U.S. • The Bloomberg Barclays U.S. Credit Index measures the performance of the investment-grade, taxable corporate and government-related bond 
market. It is composed of the Bloomberg Barclays U.S. Corporate Index and a non-corporate component that includes non-U.S. agency, sovereign, supranational and local authority bonds. • The JP Morgan Emerging Markets Bond Index 
Plus (EMBI+) tracks total returns for foreign currency-denominated, fixed-income securities issued in emerging markets.
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