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Market Performance Overview 
 

 Domestic equities were positive during the quarter, pushing the S&P 500 YTD return to 2.6%. 
 

 Small cap stocks outperformed all other asset classes as they have less exposure to international trade concerns. 
 

 Foreign equities saw pressure on returns due to a strengthening dollar and concerns about the England transition out 

of the European Union.  Developed and emerging markets down -2.8% and -6.7% respectively YTD. 
 

 Domestic bonds reacted negatively to rising interest rates and ended the quarter at -1.6% YTD. 

__________________________________________________________________________________________________ 
 

Growth and the Federal Reserve 
 

Economic growth has surged in 2018.  Second quarter real GDP growth is expected 

to be approximately 3% year-over-year, which will be the highest growth rate in three 

years.  Much of this growth has been caused by a surge in economic stimulus believed 

to be generated from the change in income tax law.  This has generated increases in 

consumer and business spending.  At the present time, this growth seems to be 

sustainable through 2018 with the overall economy performing well.  We expect the Federal Reserve to continue raising 

interest rates which puts a headwind on bonds and tends to slow economic activity.  However, the gradual nature of the rate 

increases suggests that the rate hikes do not pose an elevated threat to the growth of the economy yet.   

 

Year-to-date, we have seen two rate hikes, 

with the outlook calling for another two 

hikes by year-end and three more in 2019.  

The Federal Reserve continues to raise 

interest rates due to the strength of the 

economy.  As of now, the economy has 

reached the Fed’s long-term goals for 

employment, inflation, and growth.  For 

reference, the stated Fed targets are 1.8% 

year-over-year growth (current quarter 

estimate is 3%), 2% inflation (likely to hit 

2.4% this year) and unemployment below 

4.5% (currently at 4%).  Having met the 

long-term targets, the Federal Reserve is 

raising rates and reducing its balance 

sheet to prevent an overheating economy.  

By raising rates gradually now, they 

reduce the likelihood of large, rapid 

monetary policy moves in the future. 

 

__________________________________________________________________________________________________ 
 

Domestic Equity Recap 

 

Domestic equities bounced back in the second quarter after Q1 snapped a streak of 9 consecutive positive quarters of return.  

The S&P 500 corrected first quarter struggles and ended the quarter positive, returning 2.6% YTD.  For investors, the ride 

was volatile, as talk of new tariffs and a potential trade war heightened.  After seeing valuations decrease 12% in Q1 to 

16.4x, the forward price-to-earnings ratio (P/E) of the S&P 500 dipped further to 16.1x.  The decline in valuations brings 

the stock market valuation right back to its 25-year average, suggesting that the current bull market may continue to run. 

 

Domestically, corporate profits continue to grow and are reaching all-time highs. This is due in part to a healthy economy 

nearing full employment, but also to an Administration set on implementing pro-business legislation (tax-reform, 

repatriation, deregulation).  Currently, the exception to the Administration’s pro-growth agenda is the newly implemented 

Category YTD 2018

S&P 500 Composite 2.6%

Russell Midcap 2.4%

Russell Smallcap 7.7%



tariffs and the discussions to increase tariffs on additional imported goods.  While economist’s opinions on public policy 

greatly vary on many topics, most economists agree that a trade war could rock the geopolitical boat, which presents a risk 

to the current markets, both domestic and internationally. 

 

Small cap stocks have modestly outperformed large cap stocks YTD due to their relative insulation from international 

markets and geopolitical events.  The S&P 500 earns roughly 40% of its revenue abroad, whereas most small-cap stocks 

earn most of their revenue domestically.  This ties large cap stocks more closely with the volatility associated with a potential 

trade war.  The result has been outperformance by the small cap sector of 5.0% YTD over large cap stocks.   

 

What Helped Domestic Equity Performance in Q2, 2018 

 Small cap stocks returned 7.75% for the quarter. 

 Large-cap and Mid-cap stocks also contributed positively. 

 A strong global economy has provided additional revenue for domestic companies with international revenues. 
 

What Hurt Domestic Equity Performance in Q2, 2018 

 Increased talk of tariffs has dampened returns as a potential trade war weighs heavy on investors. 

 Discussion of the U.S. entering the later stages of the expansion has caused concern across domestic markets. 

__________________________________________________________________________________________________ 
 

International Equity Recap 
 

International returns were negative in Q2 of 2018, with developed markets and 

emerging markets down -1.2% and -8.0% for the quarter respectively.  The dollar 

has strengthened YTD and has been the largest detractor of international returns 

through Q2.  While we expect the dollar to continue to fall over the next year, an 

increase of the dollar would continue to dampen international returns.  Additionally, international markets (particularly 

export dependent emerging market countries) have seen large declines due to the uncertainty surrounding a potential trade 

war.  Trade wars hurt export dependent nations as imposed tariffs increase the cost of their goods, making domestically 

produced products more attractive for consumers.   

 

The European Union (EU) remains a focal point in international markets, as the EU is working through a period of 

change.  With Britain transitioning out of the EU, there is some concern that others may follow.  Political unrest in Italy 

has also increased concerns that the EU is not in the clear yet.  However, based on valuations, the case for international 

equities remains strong.  The forward P/E ratio of the All Country World Index (ex-US) is currently 13x earnings.  This is 

roughly a 10% discount on their 20-year average valuation, compared to the U.S. being right in line with past valuations. 

 

What Helped International Equity Performance 

 International markets are expected to offer solid future growth as they remain in an earlier stage of the market cycle. 

 Manufacturing growth remains in expansionary territory, pointing toward continued global growth. 
 

What Hurt International Equity Performance 

 Rising dollar in Q2 negatively impacted international investments 

 Fear of a potential trade war has caused concern for both developed and emerging markets. 

 Political instability and unrest in Europe has re-triggered concerns of rising populist agendas. 

__________________________________________________________________________________________________ 
 

Domestic Fixed Income Recap 
 

Domestic fixed income continues to face headwinds with the Federal Reserve 

increasing interest rates.   Domestic bonds are currently down 1.6% through Q2.  

The increased interest rates have come from the unwinding of the Federal Reserve’s 

balance sheet and the two rate hikes that we have seen YTD.  We expect the 

headwinds of rising rates to continue as it is generally accepted that the Fed will 

raise rates five more times (.25% each hike) through the end of 2019.  While this certainly presents a headwind, it doesn’t 

mean investors should move away from fixed income investments.  Fixed income continues to generate income and 

stability to our portfolios, and it provides some upside in the event of a market downturn.  Additionally, while rising rates 

tend to hurt bond performance in the short-term, long-term investors will eventually be rewarded with higher income 

streams from bonds with higher interest rates. 

Category YTD 2018

MSCI Emerging Markets (6.7%)

MSCI EAFE Net (2.8%)

Category YTD 2018

U.S. Domestic Bonds (1.6%)

Barclays Agg Ex-US (1.4%)

Consumer Price Index 1.2%



While we are not moving away from fixed income investments for our clients, we have taken several strategical steps to 

reduce the interest rate risk in their portfolios.  Those movements have paid off for our fixed income investors by 

generating an overall positive return in our base bond portfolios. 

 

What Helped Domestic Fixed Income Performance  

 A methodical and clearly laid out path for higher interest rates throughout 2018 and 2019. 

 Increased interest rates provide a higher expected return for new or reinvested monies. 
 

What Hurt Domestic Fixed Income Performance 

 The Federal Reserve raised interest rates 0.50% YTD. 

 Expectations for 2 more interest rate increases in 2018, and 3 in 2019. 

__________________________________________________________________________________________________ 
 

International Fixed Income Recap 
 

International fixed income had a better start to 2018 than domestic bonds, but saw declines in Q2 that ended in negative 

territory.  The dollar reversed course from Q1, which more than eliminated the gains that we saw in the first quarter.  

Additionally, the European Central Bank has outlined plans to end its bond buying program by the end of 2018.  While this 

does not mean that they are entering a phase of monetary tightening, it does suggest an end to the “easy money” policies of 

the past.  This in turn has dampened international bond returns as investors begin to prepare for an eventual tightening 

policy. 

 

What Helped International Fixed Income Performance  

 Strong international growth has provided a healthy backdrop for global fixed income. 
 

What Hurt International Fixed Income Performance  

 Low yields are not adding much in terms of return. 

 The rising dollar in Q2 brought international bonds into negative territory. 

 The ECB has taken a more hawkish stance which signals an end to their QE program. 

__________________________________________________________________________________________________ 
 

Remaining 2018 Outlook 
 

As we enter the second half of 2018, we remain optimistic on the direction of the economy.  Unemployment remains low 

and consumer spending continues to bolster corporate profits.  Additionally, corporations are beginning to benefit from the 

recent tax legislation changes, however time will tell if this equates to an increase in spending and capital investment. 

 

While the economy appears to be moving in the right direction, geopolitical tensions and a potential trade war threaten to 

impact the current expansion.  With many domestic companies pulling in significant revenue from international markets, 

we expect the volatility to persist as trade talks continue.  While there is a considerable amount of uncertainty around where 

the trade negotiations will go, we continue to believe that the potential for an all-out trade war is low.  There is simply too 

much to lose by taking the negotiations and implementation of tariffs too far. 

 

Overall, we are confident in our positioning and in our investment process, both of which allow us to look past periods of 

uncertainty and keep our focus where it should be, which is prudently managing our diversified portfolios to achieve 

reasonable long-term, risk adjusted returns.  
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