
Third Quarter 2018

Market Outlook

OutlOOk Summary

Global risk asset returns were mixed during the first half of 2018, as the enthusiasm over continued global synchronized 
economic growth was threatened by a number of concerns – increased inflation risks, trade protectionism, and political 
anxieties among them.  These factors drove a sustained increase in 
volatility and impacted market returns during the first six months 
of the year.  U.S. equities rose modestly, as growth stocks, led by 
familiar technology and consumer discretionary names, once again 
outperformed value counterparts.  Small cap equities, boosted by 
U.S. tax reform, U.S. dollar strength, and lower exposure to trade 
protectionism concerns, outpaced larger rivals.  Both international 
developed and emerging markets equities declined, as trade worries 
and political instability hampered returns.  In fixed income, the 
Bloomberg U.S. Aggregate Index was down for the first half of the year as interest 
rates, particularly in the short-end of the curve, increased sharply.

Outlook for Second Half of 2018 

We remain constructive on most risk assets in general, as our optimism on the global 
economy persists, particularly with regard to U.S. growth, which enjoys dual tailwinds 
of fiscal stimulus and solid corporate earnings momentum. However, we acknowledge 
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a number of increased risks facing global markets, 
including increased near-term inflation risks, tighter 
financial conditions, increased volatility, greater trade 
protectionism, and numerous political concerns. While 
these “worries” could keep market volatility elevated, 
particularly relative to 2017, we believe short-term 
market disruptions can provide opportunities in all risk 
asset categories. In equities, continued improvements 
in corporate fundamentals, reasonable stock 
valuations, and a supportive macroeconomic backdrop 
are the factors driving our positive outlook. In fixed 
income, we prefer short-dated corporate bonds and 
commercial paper, leaning towards sectors that have 
been out of favor with investors but maintain sound 

fundamentals, as well as areas with lower M&A activity. 
Given the opposing forces of strong fundamentals, but 
weak technicals, we believe that coupon income will be 
the primary driver of returns rather than credit spread 
tightening. 

The world economy entered 2018 in a cyclical upswing, 
with robust and coordinated growth across developed 
and emerging markets. However, market sentiment 
has shifted; while the global economy is still growing, 
inflation risks in the near-term have increased, financial 
conditions have tightened, and doses of volatility have 
returned to financial markets. Furthermore, global 
economic growth in the first half of the year was less 
synchronized than last year and was more reliant on 
the U.S. economy. 

The U.S. economy is supported by fiscal stimulus, a 
healthy consumer, and higher capital expenditures 
(CAPEX). The U.S. consumer is supported by the very 
strong labor market. Monthly job growth has averaged 
above 200,000 in the first half of the year, and, in May, 
the U.S. unemployment rate was 3.8%, its lowest level 
since April 2000. Employer commentary suggests that 
it is becoming increasingly difficult to find workers in 
some sectors of the economy. Investment spending 
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is increasing and is expected to move higher on the 
strength of a long period of growth, tax reform, and 
deregulation. Leading indicators continue to suggest 
the economy is maintaining a solid pace of growth, and 
various models, such as the Atlanta Federal Reserve’s 
(Fed) GDPNOW, indicate that growth was over 3% in 
the second quarter. After shedding the negative base 
effects from transitory factors early last year, core 
inflation in the U.S. is now at or above the Fed’s 2% 
inflation target, helped in large part by the effects of 
the fiscal stimulus packages. The one leading indicator 
which is displaying a caution sign for investors is the 
yield curve, which is discussed in detail in the fixed 
income section. 

Economic growth in Europe remains positive, despite 
some moderation in economic data in the first 
quarter, due in part to seasonal effects. Part of the 
disappointment in data also appears to be the result 
of overly optimistic expectations, which prompted 
economists to raise their growth forecasts to levels 
which appeared too high given the exceptional run 
economic data had already experienced. In the second 
quarter, data appears to have stabilized and, in some 
cases, strengthened. Political uncertainty did return 
towards the end of the quarter both in Germany, 
where the ruling coalition parties are battling internal 
disagreements, and Italy, where a new populist 
coalition government has been formed. Apart from 

these headlines, politics has been eventful across the 
continent with strikes in France, a new government in 
Spain and the impact on the European Union (E.U.) 
from Brexit negotiations. 

The environment for European consumers remains 
constructive, supported by low interest rates and a 
firmer labor market. Overall, economic growth in 
Europe is forecasted to be 2.2% in 2018, slightly slower 
than the growth posted last year but above the post-
financial crisis average. The risks to emerging markets 
(EM) are largely related to the rising U.S. Dollar, 
political uncertainties, and in the case of China – trade 
tensions. Conventional wisdom suggests that EM are 
highly vulnerable during periods when the dollar is 
strengthening, and this was certainly the case in the 
second quarter, as a near 5% increase in the dollar led 
to a sharp decline in EM equities and debt. 

Trade tensions have been heating up with the U.S. 
imposing a 25 percent tariff on $34 billion worth of 
Chinese goods beginning on July 6. China immediately 
hit back with tariffs on an equal amount of U.S. goods. 
Barring talks in coming weeks, Trump says the U.S. will 
apply additional tariffs, which act like a tax on imports, 
to another $16 billion worth of Chinese goods, 
followed by $200 billion more. The final total could 
exceed $500 billion - more than the U.S. bought from 
China in 2017.
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Domestically, Chinese authorities have begun 
emphasizing “higher quality growth.” As part of 
this move, the government has been focusing on 
deleveraging the economy by imposing stricter 
regulations on lending activity, particularly through 
the shadow banking system. In recent months, the 
widespread impact from tight financial conditions have 
started to show, with the effects most impactful on 
small and medium-sized private firms.  

As always, we remain cognizant of the risks that exist in 
the financial system. Currently, the most obvious risks 
are the tightening of U.S. financial conditions, higher 
oil prices, and political risks – namely trade policy and 
populism. Interestingly, while all three of these risks 
are driven in large part by the U.S. economy and/or U.S. 
policy, their potential impacts would likely be felt more 
severely elsewhere, in particularly emerging markets.

Of the three, trade policy remains the most acute 
risk to the global expansion, but it is perhaps the 
most difficult to handicap. The tariffs to date are 
quantitatively small by any macroeconomic metric.  
If businesses around the world knew that these 
measures, or even some reasonable multiple of them, 
were the end of the tit-for-tat, the damage done 
would be short-lived and would not materially change 
the growth outlook. However, this leaves room for a 

wide range of less likely, but not highly implausible, 
outcomes that could create enough uncertainty for 
companies to decide to postpone business investment 
until there is more clarity. While we expect the Trump 
administration’s protectionist rhetoric to continue, we 
do not think trade will slow materially, and we would 
still expect the U.S. economy to perform relatively 
well in the tail-risk scenario of a trade war, as it is 
more insulated from global trade than other major 
economies. Overall, while the range of possibilities for 
economic growth has increased, we remain optimistic 
on global economic growth, especially U.S. growth, 
which has the tailwinds of earnings momentum and 
fiscal stimulus.
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U.S. equity markets rebounded from a difficult first 
quarter with solid performance in the June period, 
driven by accelerating U.S. economic growth, strong 
corporate earnings, a modest pickup in inflation and 
wage growth, and a fall in the unemployment rate to 
its lowest level since the 1960s.  The U.S. economic 
backdrop, in our view, is supportive of risk assets in the 
second half of 2018 – thus, we maintain our positive 
stance on U.S. equities and believe stocks are supported 
by reasonable valuations and strong fundamentals 
across the market cap spectrum. The S&P 500 is 
approaching 2800.  A move through this level should 
translate into nice upward markets for the rest of this 
year. Based on earnings growth estimates by sector, we 
believe technology will continue to lead the market in 
2018, and energy is positioned to move higher due to 
substantially higher positive estimate revisions.

For the second quarter, the benchmark S&P 500’s total 
return was +3.4%, bringing the year-to-date figure to 
+2.6%.  Fueled by U.S. tax reform, strength in the U.S. 
dollar, and a smaller exposure to potential fallout from 
trade wars, the small cap Russell 2000 index returned 
+7.8% during the period, beating large caps for the 
second consecutive quarter. Once again, growth stocks 
continued to beat value counterparts, as the Russell 

1000 Growth Index posted a +5.8% total return versus 
+1.2% for the Value Index. On a sector basis, Energy 
was the clear leader during the quarter (+13.5%), as 
underlying crude oil and natural gas commodities 
rose during the period.  Consumer Discretionary 
(+8.2%), Technology (+7.1%), Real Estate (+6.1%), 
and Utilities (3.7%) all outperformed the S&P 500.  
Industrials (-3.2%) and Financials (-3.2%) were the clear 
underperformers of the second quarter; industrials 
stocks were hurt by the burgeoning global trade 
conflict and the potential for growing Chinese tariffs, 
while financials shares were impacted by the flattening 
U.S. Treasury yield curve and concerns over slower 
than expected loan growth. International stocks trailed 
significantly, largely as a result of trade protectionism 
and concerns over political instability with emerging 
markets particularly hurt by the stronger U.S. dollar 
and weakness in Chinese stocks.

Despite the myriad of concerns that have tested 
U.S. equity markets during the first half of 2018, the 
continued strong performance of the Fab Five (Apple, 
Amazon, Facebook, Google (Alphabet), Microsoft) 
and FANG (Facebook, Amazon, Netflix, Google 
(Alphabet)) has remained a constant.  All of these 
companies share characteristics; most importantly, 
they are technology-driven business models designed 
to either enhance enterprise productivity or target the 
consumers’ increasing appetite for online everything 
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- shopping, social media engagement, entertainment, 
and experiences. Each of these companies has created 
a powerful ecosystem that generates advantaged 
economics. The Fab Five group’s median 3-year 
revenue growth estimate exceeds 25%; profitability 
(EBIT margins) is very high at greater than 26%; free 
cash flow growth over the next 3 years is estimated to 
increase 23% annually, and all are supported by strong 
balance sheets. We believe this group of companies is 
well positioned to grow through most business cycles 
and, therefore, will remain important to equity returns 
going forward. 

Influencing our optimism on equities is the continued 
improvement in corporate fundamentals combined 
with reasonable stock valuations.  Upward revisions 
continue to push 2018 S&P 500 EPS expectations 
higher – the full year estimate moved from $156.91 
on March 31 to $160.36 at the end of the second 
quarter and represents 21.3% year-over-year growth 
from 2017.  While the impacts of the tax reform 
have unquestionably added a significant boost to the 
earnings growth rate, the estimated year over year sales 
growth rate for 2018 is currently 7.6%, implying solid 
fundamental strength above and beyond a simple drop 
in corporate effective tax rates.  Though the implied 
2019 earnings growth rate does slow to 9.9%, we would 
point out that this progress would exceed the annual 

earnings growth rate from 2012 to 2016.  On a valuation 
basis, the S&P 500 ended the quarter with a forward 
P/E multiple of approximately 16.1x, in-line with its 
25-year average of 16.1x, and the equity risk premium 
(defined by the trailing twelve months earnings yield 
of the S&P 500 minus the 10-Year U.S. Treasury Yield) 
remains well above its long-term average.

While our second half outlook for equities remains 
constructive, we also expect market volatility to remain 
elevated, especially large intraday swings which are 
fueled by rumors and speculation on a host of topics 
that include rising trade tensions, higher interest 
rates, potential softening in overseas growth, and 
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nagging concerns about the prospects for earnings 
growth beyond 2018.  We explicitly communicated 
our concerns over trade protectionism threats in 
January, and fears over a potential trade war continue 
to percolate.  Early March tariffs on imported steel 
and aluminum set the stage for a choppy environment 
that included further saber-rattling toward trading 
partners near (Canada and Mexico) and far (China, the 
E.U.).  The trade tit-for-tat has created uncertainty for 
the market overall, as investors question the structural 
implications a potential trade war could yield, the 
financial order of magnitude, and the overall duration 
of the conflict.  Patterns of increased volatility are 
not unusual with large macroeconomic conflicts (i.e., 
Brexit), although the number of variables involved 
makes this specific situation more complex. In addition 
to worries over trade, we are also closely observing 
inflation indicators; these currently remain manageable 
but have ticked upward in recent months.  Overall, the 
U.S economy is in a good place with unemployment at 
its lowest level in years and inflation close to the Fed’s 2 
percent target. Until the 2-year treasury yield begins to 
contract and reflect a softer economy inspired by the 
Fed, trade or other macro issue, we hold the position 
that late cycle and end-of-cycle are not synonymous.  
Second quarter corporate earnings conference calls 
should provide a multitude of data on both trade and 
inflation topics. 

Despite the obvious headline risks, we are not making 
wholesale changes to client portfolios at this time, 
believing that the fundamental strength and business 
advantages (economic, structural, and competitive) 
of companies owned in client portfolios remains 
substantially unchanged.  As long-term investors, we 
view shorter-term market volatility as an opportunity 
to increase equity exposure and upgrade portfolios 
with high-quality companies that meet our valuation 
discipline. Patience and philosophical consistency are 
paramount to achieving any portfolio’s objectives in all 
types of market environments. 2018 is set up for alpha 
generation through disciplined stock picking.  

For the second time in 2018, the Fed increased the 
federal funds target rate by 25 basis points (bps) at its 
June meeting. The Fed’s target rate now ranges from 
1.75% to 2%. Given the strong economic data – with 
inflation creeping above the Fed’s target of 2% and 
the unemployment rate at 3.8% – Fed officials are now 
forecasting a total of four rate hikes in 2018, up from its 
previous forecast for three rate hikes. Looking further 
ahead, the Fed expects to hike rates to a range of 
3.25% to 3.50% by the end of 2020. However, while the 
market expects between three and four hikes this year, 
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it is currently pricing the funds rate to only be at 2.50% 
by year end 2020. 

In our view, it would take a significant risk event for the 
Fed to either pause rate hikes or indicate rate cuts over 
the course of the next 18 months. In fact, we think the 
Fed’s tolerance threshold is higher than that of other 
major central banks. This higher tolerance can firstly 
be explained by the resilient U.S. economy: growth 
is still booming, wages are rising albeit slowly, and 
there’s risk of a transient dose of inflation due to fiscal 
stimulus. Secondly, the Fed may be keen to build an 
adequate monetary policy buffer heading into the next 
recession, especially as the government has limited 
room for further fiscal stimulus.

During the second quarter, the yield on the 10-year 
U.S. Treasury broke through the 3% mark – reaching 
3.11% on May 11, its highest level since 2011. Despite 
significant focus on this event by the financial media, 
we don’t view this rate – or any particular rate level – as 
especially significant in isolation. Instead, we prefer 
to focus on the long-term factors driving rates.  In 
recent cycles, the yield on the 10-year has tended to 
rest where the Fed Funds rate has peaked. We currently 
feel that it is unlikely the Fed Funds rate, in this cycle, 
will exceed 3% due to high debt loads, modest global 
growth, aging demographics and lower productivity. 
Even the Federal Reserve’s more optimistic forecast 

for the Fed Funds rate has it peaking in 2020 at 3.375%. 
Additionally, the 10-year yield has historically stayed 
below nominal U.S. GDP growth, which is unlikely to 
go much higher in the medium term, outside of a bump 
over the near term from fiscal stimulus. 

While the yield on the 10-year Treasury has moved 
higher year-to-date, the yield on the 2-year Treasury has 
increased by a greater amount, resulting in a flattening 
of the yield curve to just 33 bps at quarter-end (i.e., the 
additional yield an investor receives for buying a 10 year 
Treasury is only 33 bps more than the yield received by 
an investor purchasing a 2-year Treasury) – the smallest 
differential since September 2007. Historically, 
one of the most reliable predictors of recession (as 
represented by the red shaded areas) has been if short-
term yields are higher than longer-term yields, meaning 
that the yield curve is inverted. The yield curve has 
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historically inverted 12-18 months before the beginning 
of a recession.

However, some market commentators, as well as 
Fed officials, have argued that the yield curve isn’t as 
reliable an indicator of future growth. The premise 
of this argument is that due to the large-scale bond 
purchases by the Fed, the European Central Bank, and 
the Bank of Japan in recent years —designed to spur 
economic growth — long-term bond yields have been 
suppressed. The so-called term premium, or the extra 
compensation an investor demands for owning a 10-
year bond rather than a shorter-dated instrument, has 
been slightly negative in recent years, according to one 
estimate from Fed economists. 

The first half of 2018 was a challenging environment 
for investment grade (IG) corporate bonds, with 
the Bloomberg Barclays U.S. Corporate Bond Index 
returning negative 3.3%, the worst semiannual return 
since 2013. 

We continue to view short-dated corporate bonds and 
commercial paper as very attractive given the positive 
economic backdrop. The widening in spreads is not 
signaling rising credit risk, in fact credit fundamentals 
remain a bright spot for U.S. corporate bond holders. 
Expectations for the second quarter earnings season 
point to earnings-per-share growth of +19% year-over-

year, which would mark the second best quarter (after 
the first quarter of this year) for earnings growth since 
the first quarter 2011. The driver of wider spreads has 
been weak supply and demand technical. The market 
has experienced record issuance, boosted by merger 
and acquisition (M&A) activity, against a backdrop 
of reduced international investor demand for U.S. IG 
corporate bonds due to higher currency hedging costs. 
Given the opposing forces of strong fundamentals but 
weak technicals, we believe that coupon income will be 
the primary driver of returns rather than credit spread 
tightening. 

From a sector perspective, we continue to favor 
sectors that have been out of favor with the market 
but still offer sound fundamentals, as well as sectors 
which we view as having less risk of participating 
in M&A activity, which is generally detrimental to 
corporate balance sheets and bond holders. We hold a 
positive view and are finding attractive opportunities 
in financials, insurance, pipelines (MLP), real estate 
investment trusts (REITs) and utilities. An emphasis 
on traditionally defensive sectors and issuers with 
higher-quality business models, steady free cash 
flow and management teams committed to sound 
balance sheets should offer steady carry and minimize 
downside risk. 
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Unlike the last recession, which featured unsustainable 
levels of household debt, the next downturn will likely 
be driven by the corporate debt market. Therefore, 
we continue to increase our focus on U.S. securitized 
credit – which are securities linked to real estate or 
which benefit from strong asset coverage – at the 
expense of high yield corporate bonds. Non-agency 
mortgages stand out as attractive and is one of the few 
asset categories with both credit and price upside (via 
spread tightening). Housing is also well insulated from 
the key risks facing global markets while benefitting 
from the continued strengthening of the U.S. 
consumer, as well as benefitting from the continued 
appreciation in home prices which results in higher 
amounts of home equity. We also continue to hold a 
very favorable view on preferred securities despite 
some increased volatility in the first half of the year 
due to interest rates moving higher and credit spreads 
widening. Over the course of the year, the higher 
coupon income produced from these securities  
will be beneficial. 

We are concerned that investors may be too 
complacent about the draining of liquidity from 
financial markets. The environment characterized by 
an abundance of liquidity, low volatility and a scarcity 
of bonds to buy, previously orchestrated by the Fed 
and other central banks through quantitative easing 
(QE) programs, is changing. The shift from QE to 
quantitative tightening could produce periods of 
heightened interest rate and risk market volatility. The 
importance of liquidity on risk market returns can 
be seen in the fact that historically the S&P 500 has 
a .79 correlation with the Goldman Sachs Financial 
Conditions Index. For this reason, we are looking to 
hold ‘liquidity buffers’ in portfolios which can be used 
to take advantage of opportunities created if other 
investors are forced sellers.  

This document is not to be construed as an offering or intended as a recommendation to buy or sell securities and is being provided for informational 
purposes only.  These points represent the opinions of the author, and as such, should not be construed as investment advice.


