
Quarterly Market Review

Forward Focus

Here is a summary list of events that occurred during the quarter: Facebook congressional testimony 
• House Speaker Paul Ryan won’t seek reelection • Cuban President Castro steps down aft er losing election 
• Duchess of Cambridge gives birth to third child, a son named Louis Arthur Charles • South and North 
Korean leaders meet • German Chancellor Merkel visits White House • Marathon Oil buys Andeavor for 
$23.3B • North Korea releases 3 American detainees • Magnitude 6.9 earthquake hits Hawaii • Paraguay 
becomes 3rd country to move embassy to Jerusalem • Tariff s and talks of trade wars • U.S. withdrawals from 
Iran nuclear deal • Walmart acquires 77% of Flipkart for $16B • More school shootings • Wedding of Prince 
Harry and Meghan Markel • Kilauea volcano eruption and aft ermath •  Guatemala volcano • Wildfi res in 
California, Colorado, and New Mexico • IMF lends $50B to Argentina • Italian election creates uncertain-
ty • Justify wins Triple Crown • U.S. President Donald Trump and North Korean leader Kim Jong-Un hold 
Singapore Summit • $85B AT&T-Time Warner merger approved • 10-Year Treasury hits 3.11% • European 
Central Bank announces reducing bond buying and ending QE this year •  U.S. Federal Reserve raises inter-
est rates 1/4 point • U.S. Supreme Court Justice Anthony Kennedy announces retirement • Announced global 
mergers and acquisitions hit record high $2.4 Trillion in fi rst half • Nasdaq and Russell 2000 post solid gains 
• U.S. Dollar strengthens • Emerging market index falls 9.7% during quarter • 21st FIFA World Cup begins in 
Russia • Spain prime minister voted out by no-confi dence rule • 10-Year Treasury ends at 2.85% • Oil climbs 
to $74.15/bbl. • 30-year fi xed mortgage 4.52% • Unemployment rate falls to 3.8% • 8 of 11 sectors higher •

Th e best performing sectors for the quarter were Energy & Consumer Discretionary, which were up 13.5% and 
8.2%, respectively.  Th e worst performing sectors for the quarter were Financials & Industrials, both down 3.2%.  

Year-to-date, Technology and Consumer Discretionary are both up double-digits, while Consumer Staples and 
Telecom are down over 8.4%.  

Second Quarter 2018

Dow Jones Industrial Average 1.0%  •  S&P 500 3.6%  •  MSCI EAFE (International) -2.0% 

Russell 2000 (Small Cap) 7.9%  •  MSCI EMI (Emerging) -9.7%   •  Barclays Capital Aggregate Bond -0.2%
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However, amidst the uncertainty, 
there are still reasons to be opti-
mistic.  Corporate profi ts, busi-
ness and consumer sentiment, 
and consumer spending continue 
to be strong and the number of 

unemployed Americans continues to fall, hitting an 18-year 
low.  Wages are increasing and stock valuations, as measured 
by P/E, are back to their 25-year historical average of 16.1. 

Th e Dow and S&P 500 ended the fi rst half of the year close to where they began 2018. 
Talks of tariff s, trade wars and geopolitical uncertainty have kept markets in a trading 
range for most of this year.  

As you can see from the chart below, international markets have struggled year-to-
date.  Th e MSCI EAFE index (which measures international developed markets) lost 
3.8% while the MSCI Emerging Market Index is down 7.1% so far this year. 
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Last quarter we mentioned what was on our watchlist and we stated 
we would share insights with you in the future.  One of our watch-
list items is the 10’s minus 2’s yield spread.  

Yield Spread:  Th e diff erence between the rates of return on two dif-
ferent investments.  It is used to compare two investments and helps 
to determine risk.  

Interesting Factoids: 
•  Household net worth reached a record $102,379 billion last quarter
•  Th e average FICO score for mortgage loans is 753 
•  19.1 million jobs have been created since the last recession
•  4 years ago the price of oil was $105/bbl.
•  Eurozone unemployment stands at 8.4%
•  At 108 months, the current economic expansion is the 2nd longest 
    on record!  

Watchlist Update: Yield Spread and Inverted Yield Curve

Much attention is being paid to the diff erence (or spread) between the 2-year and 10-year Treasury yields.  As 
you can see from the above right chart, the spread is narrowing and heading toward zero.  People refer to this as 
a ‘fl attening yield curve’.  When it goes below zero they refer to it as an ‘inverted yield curve’.  You are going to be 
hearing these two terms a lot in the coming months and it will typically be associated with a lot of emotion and 
accompanied by wild predictions.  So, let me tell you what they are and provide context as to what they mean.  

Th e 10-year Treasury typically has a higher yield than the 2-year Treasury.  Th at holds true 90% of the time.  Th e 
reason is that, typically, the longer the investing time period the more return people require to take on additional 
risk.  However, as you can see from the above chart, that diff erence is narrowing.  Today, the 10-year Treasury 
yield is 2.85% and the 2-year Treasury yield is 2.52%.  Th e spread between the two is 0.33% (2.85% - 2.52% = 
0.33%).  For reference, the spread three years ago was a wide 1.71%.  

Why is it narrowing?  Part of it is just part of the normal business 
cycle.  Spreads widen coming out of a recession and narrow later 
in the business cycle based upon investors’ future growth and 
infl ation expectations, among other things.  Also, the Fed’s ending 
of QE and rate increases along with foreign investors’ appetite for 
U.S. Treasuries has had an eff ect. 

So, what is it telling us?  It is telling us that we are slowly approach-
ing an Inverted Yield Curve - when short-term rates exceed longer-term rates.  People will tell you that this is 
a negative indicator, that it suggests the long-term outlook is not as promising as the short-term, and that it 
precedes a recession.  Minus the hysterics that come with it, they would be right.  However, it leaves out some 
important points.  

Stock market returns do not typically peak before an inversion, nor immediately aft er.  Most markets still pro-
duce double-digit gains from where we are right now.  Also, the average span from the point of inversion to a 
recession is a year and a half.  We are not even to inversion yet, ok?  Reacting to it today would mean missing 
out on potential future gains and staying out of the market for almost 2 years.  Th at is not warranted at this time.  
Th is is just one indicator.  While a reliable one and one defi nitely on our watchlist, there have been instances 
where an inverted yield curve was not followed by a recession.  
                                                   
We share this insight because of the attention it will undoubtedly garner and its future impact on markets.  We 
will continue to share insight from our watchlist as is warranted. 


