
3rd Quarter 2018 Market update 

 
 
We hope you are having an enjoyable summer so far and that you have had an opportunity to have some down time 
with your families.  We enjoyed spending time with friends and family and celebrating Independence Day. 

 
We wanted to provide everyone with a mid-year update.  This has a lot of good information and hopefully addresses 
questions or concerns that you may have. 

 
The second quarter of the year can be called a lot of things, but boring isn't one of them.  The potential for a trade war 
between the United States and China heated up in April as China responded to the threat of U.S. tariffs on Chinese 
imports by warning of the same magnitude of tariffs on American exports.  
 

Volatility due to the threats of escalation on trade continues to be an overhang on the market.  In the past month, the 

administration has threatened an additional $400 billion worth of tariffs on Chinese goods, and reports circulated that 

the administration had planned to invoke an emergency economic power to restrict Chinese tech investment in the 

United States and implement export controls on technology transfers. 

Uncertainty, in this case regarding global trade tensions, often leads to concern among investors.  And it seemed 

investors were trying to digest somewhat conflicting reports of peak earnings, tariff threats and political divisiveness, 

shrinking yield spreads, lower unemployment and gradually rising inflation.  

Despite end-of-the-month volatility, all of the major domestic equity indices were up for the second quarter.  Favorable 

corporate earnings reports helped calm some of the global economic angst investors may have felt.  A longer view 

shows that the NASDAQ, the Standard & Poor’s 500 and the Russell 2000 ended the first half of the year in healthy 

territory, but the Dow Jones Industrial Average didn’t keep pace. 

Here is a breakdown of how several different markets have done for the first half of 2018: 

  12/29/17 Close 6/29/18 Close Change YTD % Gain/Loss YTD 

DJIA 24,719.22 24,271.41 -447.81 -1.81% 

NASDAQ 6,903.39 
7,510.30 

+606.91 +8.79% 

S&P 500 2,673.61 2,718.37 +44.76 +1.67% 

MSCI EAFE 2,050.79 1,958.64 -92.15 -4.49% 

Russell 2000 1,535.51 1,643.07 +107.56 +7.00% 

Bloomberg Barclays U.S. 
Agg Bond Index 2,046.37 2,012.55 -33.82 -1.65% 

Performance reflects price returns as of 4:30 EDT on June 29, 2018. 



Economy – “The economic expansion is continuing at a slow but steady pace” 

• “The U.S. economy is doing very well,” according to Federal Reserve (Fed) Chair Jerome Powell. The job market 

has continued to tighten. Inflation, as measured by the core PCE Price Index, has moved up near the Fed’s 2% 

goal, explains our Chief Economist Scott Brown. 

• Monetary policy is still accommodative, and Fed officials believe that further gradual increases in short-term 

interest rates are likely to be warranted.  

• Trade policy uncertainty has had a modest impact on the overall economy so far (more significant for some 

industries than others), but investors may fear that a broader trade war would be more disruptive to the U.S. and 

global economies. 

• Real gross domestic product (GDP) growth is expected to have picked up in the second quarter, but 

comprehensive benchmark revisions (due July 27) may shift things around.  

Equities 

• Despite recent volatility, domestic equities have held up much better than the rest of the world with emerging 

markets getting hardest hit on trade tensions and the rising U.S. dollar. 

• Following a stellar start to the year, a slew of ‘not so stellar’ headlines began to bombard global news feeds, 

impolitely reminding investors that equity markets are not risk free.  Although equity risk has been around since 

the first stock exchange was formed, market participants spent much of this year getting reacquainted with the 

concept of downside risk.  

• Economic activity and earnings remain pillars of support for the U.S. equity market. Second-quarter earnings 

season is now underway, and estimates have ticked higher since the end of a very strong first-quarter earnings 

season. 

• U.S. stocks are slightly expensive relative to History, but not relative to Bonds. Despite a very long and powerful 

bull market, the case for an overweight to U.S stocks over bonds persists. 

• One of the primary drivers of 

long term growth in our portfolios 

is the earnings that are generated 

by corporations.  The below set of 

charts and commentary outline 

have earnings growth has been 

improving over recent years and is 

one of the drivers of the higher 

stock market prices. After falling 

11% in 2015 due to a high dollar 

and losses by energy companies, 

S&P 500 operating earnings per 

share have continued to rise this 

year. However, earnings growth 

could be more muted in 2019, 

though a positive impact from tax 



reform should provide a boost for the rest of this year, so long as the stronger growth offsets higher wages and 

interest rates on corporate income.   

Chart: Top right: With over 40% of S&P 500 revenues coming from abroad, a weaker dollar will boost foreign 

sales, particularly in 2018. Bottom right: Margins may start to come under pressure as corporations are at near 

record-highs, meaning companies in the S&P 500 are more efficient than they’ve been in some time. This will not 

last forever, though: as wage pressures start to build and interest rates rise, corporate margins may start to slip, 

eroding profit growth slightly in 2019 and beyond. 

Many Critics of the tax bill, however, have voiced concern that any tax savings may be merely passed on to 

shareholders in the form of share buybacks and increased dividends, and we do expect these options to remain 

popular among companies. Buybacks, in particular, draw the wrath of many individuals. It is true that a 

disproportionate amount of tax savings going towards share buybacks will not generate the long term economic 

growth that investments in capital can. Still keep in mind that buying back shares does help increase earnings per 

share and can be an attractive alternative for companies that do not feel they can generate high returns on 

internal or external investments.  

Fixed Income – “The Fed should feel comfortable raising rates, that being said, rising rates will make fixed income investing more difficult”  

• We anticipate the Fed to further raise rates by 0.25% two more times in 2018. 

• Forces like further hikes in the federal funds rate, stronger economic growth and lessening accommodation by 

other central banks should push yields higher.  

• This should result in weak total returns on Treasuries and some high-quality corporate bonds, suggesting that 

investors may want to consider investing in other fixed income sectors, like high yield debt or emerging markets, 

or shifting their portfolio allocation to underweight bonds, relative to other asset classes.  

• In three instances since 1986, Fed tightening has led to an inverted curve that was then followed by a recession, 

but that pattern may not necessarily hold given some of the unique aspects of the current climate. 

•  It has been two and a half 

years since the Fed’s first hike 

(December 2015) which is 

significantly longer than what led 

to the past three inverted curves. 

There is no guarantee we will 

invert the curve resulting in a 

recession or that we won’t. 

•  The latest round of Fed hikes 

was preceded by more than seven 

years of zero interest rates and 

market effects spurred by 

quantitative easing. 

 



• The most recent bond activity appears to be a reaction to headline news. The safe haven trade into U.S. bonds is 

at least temporarily countering the affects of inflation.  

• The global economy is generating fewer worries than in recent years and the U.S. is approaching or at many long-

term targets, like unemployment and inflation, making it clear that interest rates are still too low, in our opinion.  

International 

• Concerns about disruptions to world trade flows continue to build, particularly impacting emerging markets (e.g., 

the Indian rupee hit an all-time low against the dollar, and the Chinese stock market flirted with bear market 

territory). 

• European economic reform efforts appear to be taking a slight backseat to discussions of potential trade tariff 

responses and internal regional debates such as immigration. 

• Using conventional valuation criteria, both emerging and developed markets outside of the United States appear 

to be attractively positioned for medium-term capital growth and income investors. 

 

Over the last 20 years, both U.S. 

and international markets moved 

sideways. However, come 2011, 

U.S. markets took off while 

international markets remained 

stuck. Recently, international 

markets have started to perform 

well, leaving many investors to 

wonder if they’ve missed the boat 

on international investing. 

 

 

  

Thanks to lower than average valuations, higher dividend yields than U.S stocks, and a falling dollar, which should 

amplify returns on international investments, it appears that there are still opportunities available for overseas 

exposure.  

In summary: 

• We believe you should continue to make decisions based on your long-term goals. A well-diversified portfolio 

should allow you to participate in upside potential here and abroad, as well as serve as ballast against any short-

term volatility. 



• Many asset prices are higher than they were a year ago. Due to higher valuations and potential dangers from 

policies or geopolitics risks, it could be even more important for investors to maintain well - diversified portfolios 

and be willing to make adjustments in response to the changing environment.  
• It is likely to become more challenging for investors to ‘keep calm and carry on.’ However, given the favorable 

fundamental underpinnings of the markets, it is probable that we will indeed ‘keep on carrying on’ for some time. 
• So far in 2018 cash is still paying close to nothing and global economic momentum and reasonable global stock 

valuations suggest that this is still at time to be overweight in risk assets.  

 
As our Chief Investment Strategist Jeff Saut wrote in his June 14 Morning Tack, “Our models show that there is plenty of 
‘internal energy’ available to power the stock market to new all-time highs. The economy is strong, the labor market is 
tight, earnings are soaring, and folks remain under-invested … we continue to favor the upside.”  
 

We know this update includes a lot of information but based on some of the questions and concerns we have been 

getting, we thought it would be helpful to provide a more comprehensive outline of the different factors that we are 

watching. 

Your team at Sterling Fox Financial Services appreciates the opportunity to work with you and help you toward reaching 

your financial goals.  We hope you have a great rest of your summer!  Feel free to contact us with any questions or 

concerns. 

Sincerely, 

                                                                    

Robert W. Volpe, CFP®                                                                     J. Phillip Passey, AAMS® 
President, Sterling Fox Financial Services                                    Financial Advisor 
Branch Manager, Raymond James Financial Services  
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Registered Representative                                                            Registered Representative 
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