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FO CUSED ON FUNDAMENTALS NOT HEADLINES

Markets remained volatile in the second quarter 
of 2018, as a series of geopolitical events caused 
temporary pullbacks in stocks. But in contrast 

to the first quarter, U.S. economic growth and corporate 
earnings reminded investors of still-strong economic and 
market fundamentals. Subsequently, the major U.S. stock 
indexes were able to finish the quarter with modest gains as 
the S&P 500® Index achieved a total return of 3.43% for the 
quarter, and a return of 2.65% year-to-date (YTD) through 
June 30, 2018. 

Looking internationally, the second quarter was not as 
kind to markets overseas. Foreign developed markets as 
represented by the MSCI EAFE Index were down 1.06% for 
the second quarter (and down 2.40% YTD), while emerging 
markets, designated by the MSCI Emerging Markets Index, 
were down 7.90% for the same timeframe (and down 6.60% 
YTD). The underperformance of the foreign markets relative 
to the U.S. was largely attributable to a loss of positive 
economic momentum in Europe, the strengthening of the 
U.S. dollar, as well as a sharp drop in the Chinese stock 
market due to concerns about U.S. and Chinese trade 
conflicts. Switching to fixed income, the leading benchmark 
for bonds (Bloomberg Barclays US Aggregate Bond Index) 
declined for a second straight quarter, posting a negative 
return of 0.16%. This is the first time in over four years that 
the leading benchmark for bonds has registered consecutive 
negative quarters, as concerns about rising inflation and 
rising interest rates pressured fixed income markets.

Through the first half of 2018, one of the keys to analyzing 
the markets and the economy has been the ability to separate 
potentially worrisome political and geopolitical headlines 
from still-improving corporate and economic fundamentals. 
Put more plainly, cutting through the “headline noise” has 
been essential to assessing the outlook for various assets. To 
that point, during the second quarter, investors have had to 
weather market volatility caused by numerous unsettling 
headlines including the imposition of steel and aluminum 
tariffs on U.S. allies, and threats of a significant trade conflict 
between the U.S. and China. However, we also saw a material 

rebound in U.S. economic data from the first quarter. The 
Institute for Supply Management’s (ISM) U.S. manufacturing 
index, typically referred to as the ISM Manufacturing PMI 
Index, rebounded to a reading of 60.2 in June after declining 
from its February peak of 60.8 (a reading above 50 in the 
ISM Manufacturing Index indicates an expansion in factory 
activity). The recent readings above 60 are the first time ISM 
Manufacturing has been above that level since 2004. The 
ISM’s non-manufacturing index, which measures activity 
in the services sector, registered a reading of 59.1, which 
represented the 101st month in a row of overall expansion. 

The U.S. unemployment rate, which was 4% in June, remains 
near its lowest levels since 2000. In addition to the positive 
economic data, U.S. corporations posted solid results as 
well. In the first quarter, earnings per share (EPS) of the S&P 
500 grew 24.8% year-over-year (YoY) on revenue growth of 
8.5% YoY, and for the second quarter, expectations are for 
EPS growth of 19.9% YoY on revenue growth of 8.8% YoY. 
If that 19.9% EPS growth rate holds for the quarter, it will 
mark the second highest earnings growth rate reported by 
the index since the third quarter of 2010. Much of the strong 
earnings growth is attributable to reduced corporate tax 
rates that were instituted by the passing of President Trump’s 
new tax law. However, revenue growth appears robust when 
compared to its average growth rate of 3.6% over the past 
27-plus years. Again, put plainly, while a lot of the headline 
focus was on trade and politics, the underlying fundamentals 
of the economy and the stock market steadily improved. So, 
while the media’s attention was on trade and political dramas, 
economic data and earnings were very important positives 
that helped to support the U.S. stock indices and ultimately 
led to the positive quarterly performance. 

“ Cutting through the ‘headline noise’ has 
been essential to assessing the outlook 
for various assets.”
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NEW TARIFFS ARE IN TOWN

In an effort to protect manufacturers here in the U.S., the 
Trump administration announced a series of tariffs, which 
has led to some of the recent volatility in the equity markets. 
First, in January, the administration implemented tariffs on 
imported washing machines and solar panels at the urging 
of Whirlpool and two U.S.-based solar companies. Then in 
March, President Trump announced tariffs on all imports of 
steel and aluminum. This action prompted South Korea to 
renegotiate an outstanding trade agreement with the U.S., 
in which the South Koreans agreed to reduce the amount 
of steel it exports to the U.S. in exchange for an exemption 
from the tariffs. The administration also granted some of our 
other trading partners like Canada, Mexico and the E.U. a 
temporary exemption from these steel and aluminum tariffs 
in an effort to allow for negotiations to revise outstanding 
trade agreements with these partners. However, after a lot of 
dialogue and no resolutions that would ultimately aid steel 
and aluminum producers here in the U.S., the temporary 
exemptions were lifted, and the tariffs went into effect in 
June. Finally, following a year-long investigation into Chinese 
trade practices, on July 6th the U.S. took a major step in 
restricting U.S.-China trade by collecting a 25% tariff on 
$34 billion worth of industrial and intermediate goods from 

China. In turn, China imposed retaliatory tariffs on the same 
amount of U.S. exports. As a result of the retaliatory tariffs, 
President Trump has proposed additional tariffs which would 
take the total amount of potential tariffs to just under $800 
billion. The chart below from Goldman Sachs outlines all of 
the tariffs that have been implemented and proposed as of 
July 6, 2018.

In the end, the Trump administration appears (at least 
initially) to be using tariffs and the threat of further tariffs 
to gain concessions from trading partners deemed to have 
abused the free-trade system. It does not seem that President 
Trump would want to do anything that would damage the 
U.S. economy and cause the equity markets to breakdown, 
given his penchant for tweeting about how well the U.S. stock 
market has performed since he was elected. The U.S. exports 
a total of $134 billion of goods to China, while we import 
over $500 billion in goods from China, so in a tit-for-tat tariff 
situation, the U.S. has an advantage over China. One would 
assume that President Trump’s plan is to use that advantage 
to bring the Chinese government to the negotiating table. 
However, what if the Chinese are not willing to negotiate? 
What effects will these tariffs have on the economy and the 
corporate sector? 

Far Fewer Tariffs Implemented Than Proposed

Source: USITC, Goldman Sachs Global Investment Research
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The economic team at Goldman Sachs recently put out a 
report that outlined the macro repercussions of the proposed 
tariffs. The report assumed that all our trading partners 
retaliate with duties of the same magnitude, and takes into 
account that China can only retaliate partially once the U.S. 
imposes tariffs on imports from China that go beyond the 
level of U.S. exports to China. The study concluded that the 
macro effects of the proposed tariffs are generally modest. 
Based on their research, they estimated that with the tariffs 
imposed as of July 6th, U.S. gross domestic product (GDP) 
would decrease by only 0.01%-to-0.02%. 

Assuming all the tariffs are implemented as proposed (just 
under $800 billion), Goldman Sachs concluded that U.S. 
GDP would decline by a total of 0.1%. The main reason 
why there is very little effect on GDP is that trade frictions 
reduce imports and exports by the same amount (assuming 
similar dollar values of tariffs), leaving the trade balance, 
and therefore GDP largely unaffected. The main costs 
of tariffs typically come via higher inflation. In the same 
study, Goldman Sachs went on to investigate the effects on 
core Personal Consumption Expenditures (PCE), which 
is the inflation index that the Federal Reserve likes to use 
when gauging the overall economic stability of the U.S. 
Goldman Sachs estimated that with the tariffs that have been 
implemented to date, core PCE inflation would rise by about 
0.04% on an annualized basis, and if the White House follows 
through with all the proposed tariffs, the total increase in 
PCE inflation would be 0.20% annualized. Lastly, Goldman 

Sachs decided to try and gauge the effect tariffs would have 
on corporate profits given the importance of profits to 
financial markets. They assumed that if importers simply paid 
the tariffs as implemented as of July 6th, and did not pass on 
any of the additional costs to customers, corporate profits 
would decrease by 0.9%. 

If the full slate of proposed tariffs were implemented, and 
not passed on to customers, corporate profits would be 
reduced by about 6%. Based on this data, it appears that the 
effects of tariffs should be fairly small on a macro level. On 
a micro level (meaning at the individual company level), 
tariffs will likely have a disparate influence. For example, 
those companies with high levels of sales in China or a high 
reliance on imported inputs from China would likely feel 
more of a pinch from tariffs than those who don’t (two large 
S&P 500 companies with very little/zero exposure to China 
are Google and Facebook). 

Based on the data presented, it appears as if much of the 
headlines regarding the effects tariffs and trade wars are 
overblown. Again, we must separate the media hype from 
the fundamentals, as the media hype breeds uncertainty and 
volatility. While the historically low volatility of 2017 was an 
anomaly, the levels of volatility we have witnessed in 2018 
are within historical norms. With volatility likely continuing 
into this current quarter, focusing on market and economic 
fundamentals in the context of an investor’s long-term 
strategy and goals will continue to be a recipe for success in 
this challenging market. 

MIDYEAR OU TLO OK:  IS  A RECESSION IMMINENT? 

Earlier in this letter, we outlined the strong fundamentals 
underpinning the stock market and the U.S. economy, 
including: robust economic growth, rising corporate 
earnings, and a very strong labor market. The data has been 
so good, that the window for improvement is getting smaller 
and smaller. While we feel the U.S. economy should continue 
to grow, the rate at which it will grow will likely begin to 
decelerate. However, we do not expect the U.S. to enter into 
a recession in the near-term. Most indicators used in our 
research do not indicate that a recession is imminent. 

The Leading Economic Indicators (LEI), a composite of 
economic data points put together by The Conference Board 
designed to signal peaks and troughs in the business cycle, 
are at 5.8% as of June 30th (The Conference Board is a global 
independent business membership and research association 
working in the public interest). Although they appear to be 
peaking, recessions historically have occurred when the LEIs 
are negative. Surveys detailing consumer confidence, CEO 
confidence, and small business optimism are all near record 

highs not seen since 2002. ISM manufacturing and service 
indices (mentioned earlier), look healthy at readings above 50 
(recessions tend to occur when those readings are below 50). 
Even the U.S. Treasury yield curve, which has been flattening, 
remains positively sloped (the yield curve depicts the yield of 
each bond along the maturity spectrum plotted on a graph). 
The yield curve typically slopes upward, since investors need 
to be compensated with higher yields for assuming the added 
risk of investing in longer-term bonds. 

Many investors examine the spread on the yield between the 
2-year U.S. Treasury Note and the 10-year U.S. Treasury Note. 
When the difference between the yield on the 10-year U.S. 
Treasury Note and the 2-year U.S. Treasury Note is positive, 
the curve is said to be positively sloped. When the difference 
between the 10-year U.S. Treasury Note and the 2-year 
U.S. Treasury Note is negative, the yield curve is said to be 
inverted. An inverted yield curve is a cause for concern for 
investors as an inverted yield has historically been a precursor 
to a recession. In the past, a recession typically occurs within 
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six-to-twenty-four months after the yield curve inverts. As of 
the end of the second quarter, the yield curve was positively 
sloped, as can be seen in the chart above. However, the spread 
has recently narrowed to 0.328%; much lower than its longer-
term average of 0.94% (recessions are highlighted in blue). 
We will continue to monitor this data, closely. Based on what 
we observe, chances of a recession occurring later this year or 
early next year remain unlikely for now. 

Again, while we may not enter a recession, we do believe 
that the rate at which the U.S. economy grows may slow 
down. Global growth outside of the U.S. is not as strong as 
it was at year-end 2017, with GDP growth data much more 
subdued when compared to its 12-month average in places 
like Europe, UK, and Japan. Given the global nature of many 
of the companies that make up the S&P 500, we may see this 
spill over to the U.S. Hence, we believe that companies that 
have above average growth rates are positioned to fare better. 
In addition to strong revenue growth, we like companies with 
low levels of debt that can generate strong free cashflow. This 
cashflow can be used to fund accretive acquisitions or used 
to return capital to shareholders (via increasing dividends or 
share buy backs). 

C ONCLUSION

Looking forward, we expect heightened volatility to persist 
in the third quarter, and likely for the remainder of 2018. 
Uncertainties such as trade war worries combined with 
looming midterm elections should keep volatility elevated, 
especially compared to 2017. While we expect and are 
prepared for continued volatility, the past quarter was a good 
reminder that investing for the long term requires careful 
deliberation on market-related headlines (not knee-jerk 
reactions) and continued focus on the critical factors that 
ultimately determine economic expansions vs. recessions, 
and rising vs. falling stock and bond markets. Shifting 

political policies, temporary corrections, volatility, and 
short-term events are unlikely to alter a diversified approach 
set up to meet your long-term investment goals. Therefore, 
it remains critical for investors to stay invested, remain 
patient, and adhere to a plan. That’s why we work with you to 
establish a personal allocation target based on your financial 
position, risk tolerance, and investment time horizon.

Thank you for your ongoing confidence and trust as we 
navigate this changing market environment. Please feel free 
to contact us with any questions, comments, or to schedule a 
portfolio review.

Recession Indicator: 10 Year - 2 Year Yield Spreads

Source: Bloomberg Finance L.P.

“ Based on what we observe, chances of 
a recession occurring later this year or 
early next year remain unlikely for now.”



Disclosures:

This material is provided for informational purposes only and does not in any 
sense constitute a solicitation or offer for the purchase or sale of securities 
nor does it constitute investment advice for any person. Investment themes 
and individual securities mentioned may or may not be held in any or all client 
accounts. 

The material may contain forward or backward-looking statements regarding 
intent, beliefs regarding current or past expectations. The views expressed are 
also subject to change based on market and other conditions. 

The information presented in this report is based on data obtained from third 
party sources. Although believed to be accurate, no representation or warranty 
is made as to its accuracy or completeness. Past performance is no guarantee 
of future results. 

All performance data is as of 6/30/2018 unless otherwise stated. Diversification 
does not ensure a profit or guarantee against loss. An investment cannot 
be made directly in an index. As with all investments, there are associated 
inherent risks, including loss of principal. Sector investments concentrate in a 
particular industry and the investments’ performance could depend heavily on 
the performance of that industry and be more volatile than the performance 
of less concentrated investment options and the market as a whole. Foreign 
markets, particularly emerging markets, can be more volatile than U.S. markets 
due to increased political, regulatory, social or economic uncertainties. Fixed 
Income investments include risks such as exposure to interest rate fluctuation, 
credit changes and inflation. 

Past performance is no indication of future results

 Definitions:

*S&P 500® Index is a registered trademark of Standard & Poor’s Financial 
Services LLC, a division of S&P Global (“S&P”). S&P 500 Index is an 
unmanaged index used as a measurement of change in U.S. equity markets. 
Performance numbers for the index are total return with dividends reinvested 
in the index. The MSCI EAFE Index is a stock market index that is designed 
to measure the equity market performance of developed markets (Europe, 
Australasia, Far East), excluding the US & Canada. 

The MSCI EAFE Index is an equity index which captures large and mid-
cap representation across Developed Markets countries around the world, 
excluding the US and Canada. With 913 constituents, the index covers 
approximately 85% of the free float-adjusted market capitalization in each 
country. Indices are not managed and do not incur fees or expenses The 
MSCI Emerging Markets Index captures large and mid cap representation 
across 24 Emerging Markets (EM) countries*. With 838 constituents, the index 
covers approximately 85% of the free float-adjusted market capitalization in 
each country. The Barclays Aggregate Bond Index provides a measure of the 
performance of the U.S. dollar denominated investment grade bond market, 
which includes investment grade government bonds, investment grade 
corporate bonds, mortgage pass through securities, commercial mortgage 
backed securities and asset backed securities that are publicly for sale in the 
United States. The Chicago Board Options Exchange (CBOE) Volatility Index 
(VIX), shows the market’s expectation of 30-day volatility. It is constructed 
using the implied volatilities of a wide range of S&P 500 index options. This 
volatility is meant to be forward looking, is calculated from both calls and puts, 
and is a widely used measure of market risk, often referred to as the “investor 
fear gauge.” 
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