
A 
fter a choppy and modestly nega-

tive first quarter, the U.S. stock 

market rallied in the second. The S&P 

500 index gained 3.4% for the quarter, 

to get back to positive on a year-to-

date basis.   

Stock market volatility, which spiked in 

late January, has waned since,  such 

that by early August it had returned 

back to the extremely low levels seen 

throughout the staid second half of 

2017.   

The quarter was also characterized by 

very strong corporate earnings and 

stabilizing long-term interest rates. 

These supporting factors accompanied 

the rise in stock prices, along with a 

persistent narrative of accelerating eco-

nomic growth.  

The growth narrative did have consid-

erable foundation. Throughout the 

spring, payroll reports pointed to a sol-

id jobs market, both business and con-

sumer spending picked up, and Con-

sumer Confidence and Institute for 

Supply Management’s (ISM) surveys 

remained quite strong.   

After a disappointing first quarter GDP 

print (up by just 2% at an annual rate), 

the first estimate of second quarter 

GDP came in above 4%, buoyed in no 

small part by the substantial tax cuts 

enacted by  Congress and signed into 

law by President Trump last December.   

Tax cuts are having a tonic effect on 

corporate profits, which as noted previ-

ously, are surging thus far in 2018.  

Through the first two quarters, US cor-

porate earnings are running more than 

20% better than during the same peri-

ods in 2017.  Estimates vary, but it is 

safe to say that more than half that 

gain is the result of the reduction in the 

corporate income tax rates. This repre-

sents more money to the corporate 

bottom line, and less money to govern-

ment coffers. As might be expected, US 

corporate tax receipts are down by 

about a third this year (see chart on 

page 3).   

As we see it, the reduction in corporate 

tax rates is effectively permanent. Per-

manent, because even in the event of a  

Democratic victory in the Presidential 

contest of 2020, we think it highly un-

likely that raising corporate tax rates 
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Index Returns (Through  6/30/2018)  Last 3 Months    Year-to-Date  

Dow Jones Industrials        +1.26%          -0.73% 

Standard & Poors 500           +3.43%         +2.65% 

M.S. EAFE (Developed Markets Foreign Stocks)      -0.97%          -2.37% 

M.S. EM Free (Emerging Markets Stocks)       -7.86%          -6.81% 

Barclay’s Capital U.S. Aggregate Bond       -0.16%          -1.62% 

Barclay’s Capital US Corporate High Yield Bond     +1.03%         +0.16% 

t h e  f i n a n c i a l  p l a n n e r 

INTEREST RATE UPDATE 

From Barron’s 
8/20/2018 

 
Now 

1 Yr 
Ago 

Prime Rate 5.00% 4.25% 

T-Bill Rate - 
13 week yield 

2.07% 1.00% 

5 Year CD - 
National Avg. 

1.82% 1.47% 

Fannie Mae 
30 Yr. Fixed 
Conventional 
Mortgage 

4.53% 3.87% 
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WHAT’S NEW? 

LPL Financial recently rolled out 

a new transaction-fee free mutu-

al fund trading program, with 

around a dozen leading mutual 

fund groups participating so far. 

This is advantageous for our 

clients because it will allow us to 

purchase and sell lower cost 

share classes for all our advisory 

accounts, without transaction 

fees.   

We consider trading costs along 

with myriad other factors in 

choosing the funds for portfoli-

os.  But where a fund meets 

other criteria we will certainly 

help you take advantage of this 

enhancement.  
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TRADE WARS! 

T 
he Trump administration continues to wield tariffs in 

its efforts to pursue its trade agenda, the principal 

goal of which is to reduce the US trade deficit.  So dis-

putes continue to boil, and while the majority of market 

pundits posit that new accords are likely, the trend is 

more tariffs on more goods, and at higher rates.  Those 

pundits also say that the overall economic impact of 

imported and exported goods is negligible and that the 

pain is more acute for other nations. But it seems to us 

that creating friction in the free flow of goods is bad 

economics. And tariffs are ultimately taxes, which serve 

to raise prices, create inefficiencies, and lower aggre-

gate wealth and living standards.   

When one hears the rhetoric and news accounts on this 

subject, it’s easy to conflate the economic impacts to 

governments. But it’s companies and individuals that 

move goods. And these companies typically have oper-

ations (i.e. employees) in both countries involved. 

We found the graphic below, from a report by the Pe-

terson Institute for International Economics, extremely 

interesting.  It illustrates how large companies move 

goods in both directions, oftentimes within their own 

manufacturing process.  Consider this anecdote, from 

the Wall Street Journal.   

“Cree Inc., a North Carolina maker of lighting prod-

ucts, has said the new tariffs will cause it 

“disproportionate economic harm.” Cree makes light-

emitting diode chips at its Durham, N.C., plant, then 

ships them to a company facility in Huizhou, China, to be 

assembled and packaged in housings. Some of those 

LED housings come back to the U.S., to be used in light-

ing products made by Cree and its customers. When they 

do, the products will be hit with a new 25% duty.” 

Whether it’s to tax law changes or new tariffs, the private 

sector, which is motivated to maximize profits, adapts.  

Another WSJ anecdote: 

“Like Harley-Davidson, many manufacturers who export 

from the U.S. may have to shift that activity abroad. “We 

export to more than 100 countries,” one manufacturer in 

the food, beverage and tobacco industry told the Institute 

for Supply Management in its latest monthly survey. “We 

are preparing to shift some customer responsibilities 

among manufacturing plants and business units due to 

trade issues. For example, we’ll shift production for the 

China market from the U.S. to our Canadian plant to 

avoid higher tariffs.”  

When we consider that about half of S&P 500 companies 

revenue comes from abroad, we can only conclude that a 

protracted and expanded trade war is likely to sooner of 

later exact a toll on corporate profits, and possibly, on 

shareholders, too.   
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tations, and many 

indicators of eco-

nomic growth have 

actually been 

moderating.  That 

said, tax cuts and 

lots of new govern-

ment spending are 

causing the federal 

budget deficit to 

balloon, even in 

the face of a grow-

ing economy. This 

fiscal largesse, late 

in the economic 

cycle, in an envi-

ronment of firming 

producer prices 

and a drum-tight labor market, could be a recipe for 

just such an inflationary breakout.   

Significant factors contributing to last quarter’s  GDP 

surge are unequivocally temporary.  As such, esti-

mates for economic growth in 2019 and 2020 point 

to a return back to the 2% range. 

We must also consider interest rates.  The Federal 

Reserve is continuing on its path of “policy normaliza-

tion” - which means they’re (a) selling billions of dol-

lars of government bonds back into the market every 

month and (b) raising short term interest rates.  As a 

result, the difference between short and long term 

rates is narrowing (known as a “flattening” yield-

curve).  This is worrisome, because historically, when 

the Fed has caused short term rates to exceed long 

term rates, it has most often led to recession.   

One last item. This current economic expansion was 

built on an ever increasing stock of debt that has to 

be serviced. Consider that at the peak of the last cred-

it bubble in 2007/08, the level of outstanding debt at 

all levels of society — household, business and gov-

ernment — totaled $27 trillion, or about 225% rela-

tive to GDP. Fast forward to today and that number 

has soared to nearly $50 trillion, or 250% of GDP.  

We never know for sure the exact effects, or the timing 

of credit events, but it is established in academia that 

a too-large stock of debt will lower long term eco-

nomic growth and make the economy more suscepti-

ble to higher interest rates.   

will be a legislative 

priority for the next 

Administration.  And 

this is an important 

distinction, because 

permanence means 

that the effect of the 

lower tax rate should 

be factored into stock 

prices.  And that im-

plies higher stock 

prices. 

It was suggested that 

companies would 

take those tax savings 

and reinvest in new 

factories, plants etc.  

And upon the tax bill’s passing, several large companies 

took to the public relations wire to announce hirings, 

bonuses and such.  But the thing is, corporate profits 

were already at record levels, and in an environment 

which has for years featured ultra-low interest rates and 

easy financial markets, large, publicly traded companies 

weren’t cash constrained in the first place.  So, one of 

the main effects of the tax cuts has been to spur a new 

surge in stock buybacks; another tonic for stock prices.   

These are positive factors when considering stock market 

valuations, as they have pushed earnings per share 

growth well ahead of recent price increases; which 

means, all else equal, valuations have moderated a 

touch this year.   

Ok, so what’s worrisome?   

Festering conflict over trade and growing tit-for-tat tariff 

regimes could ultimately have a measurably negative 

effect on economic growth.  We talk more about that in 

our Perspectives Page, see left.   

While evidence of economic strength prevailed through-

out the second quarter, factors likely to constrain it pre-

vail as well, from shortages of truck drivers to reports of 

delayed deliveries of intermediate goods from a wide 

variety of manufacturers. Such conditions could lead to 

higher wages and higher prices for finished goods. 

Inflation is creeping higher, although coming off very low 

levels and not yet “breaking out” by any means.  And 

over the last month or two, market-based inflation expec-

Markets (Continued from page 1) 



 

I’ve been on two amazing journeys in the last couple months. One, 
three weeks, the other, three days. One, a flight across the Atlantic 
and trek across the Iberian Peninsula, the other, a roundtrip to Cleve-
land, Ohio. One, with Maria, a celebration of twenty years of mar-
riage. The other, with Ashley, a celebration of a life-changing achieve-
ment.   

Spain. Maria and I began in Barcelona. We saw beautiful things, 

most notably the genius of Antoni Gaudi. The Michael Jordan of ar-
chitects? Like Mike, he changed the game forever. His buildings and 
parks capture the eye and resonate; they inspire architects, artisans 
and laymen, and they identify Barcelona. The highlight was of 
course the Sagrada Familia, a singular church, and a project so-far 
more than 100 years in the making. If we’re to believe what we’re told, 
it will be complete before 2030!   

From there, we went west, through the Rioja wine country and into the 
north, Basque Country. The city of Bilbao was our greatest surprise; 
walkable, pristine, a mix of old and new, with lovely facades, muse-
ums, parks and boulevards. The city’s top landmark is the Guggen-
heim Museum, designed by Frank Gehry. What a sight to see, a 
large, ethereal structure of glass, titanium and limestone, it looks 
like a ship from one side, and a fish from another.  And food! Both in 
Bilbao, and in San Sebastián, we loved the traditional regional fare. 
Small plates, called “pintxos”, are on offer everywhere, and nearly 
every pinxo bar has its own specialties. We partook in the “txixkiteo”, 
or tapas-crawl, wandering from bar to bar, sampling one or a few 
pinxos (pronounced “pinchos”) and local wines in each place.  From 
casual pinxo bars where we ate with our hands and  standing up, to a 
three-Michelin starred restaurant where we ate a 15 course dinner, the 
care and execution evident throughout was world class.   

Maria’s sister Zoila and her fiancé Peter joined us in San Sebastián 
for our last several days in Spain, and we followed them to England 
(Peter is a Brit) for a few days more. How surreal, after two weeks-
plus immersed in Spanish, to board a plane and just a couple hours 
later be driving on the wrong side of the road, with English language 
signs everywhere. We four had a great week together, and Maria and I 
are super excited to return to the UK next spring for their nuptials.   

Now, Cleveland. From early childhood, Ashley had the goal of becom-
ing a doctor. A few years into college she had a change of heart and 
turned her sights on dentistry. For four years she has focused on her 
goal of gaining admission to dental school. During dinner one night 
in San Sebastián, we received a text message from her, with a photo 
attached...an acceptance letter from the Case Western-Reserve School 
of Dentistry! Last year, Ashley completed her masters’ degree there, 
and she’s ecstatic to have now moved on to the dental school. In late 
July, the school held a “white coat” ceremony for this year’s incoming 
students, and as all can imagine, I was extremely pleased to have a 
visit and attend the ceremony. Ashley has all the gifts to be an excep-
tional dentist and a successful business woman, and we couldn’t be 
more proud of her.   

These articles are for general information 
only and are not intended to provide spe-
cific advice or recommendations for any 
individual. Consult your financial advisor, 
attorney, accountant, or tax advisor with 
regard to your individual situation. Please 
contact us if there are any changes to your 
financial situation or investment objec-
tives.  The economic forecasts set forth in 
the presentation may not develop as pre-
dicted and there can be no guarantee that 
strategies promoted will be successful. 
Past performance does not guarantee fu-
ture performance and your actual results 
will vary.  The S&P 500, Nasdaq Composite 
and Russell 2000 indexes are unmanaged 
indexes reflecting the overall returns at-
tained by leading US stocks.  The MS 
EAFE and MSCI Emerging Markets Indexes 
are unmanaged indexes comprised of 
leading stocks in established foreign and 
emerging market countries, respectively. 
The Barclays Capital bond indexes are 
representative of total returns earned by 
various segments of the bond market.  
Indexes cannot be invested into directly. 
Stock investing involves risk including 
loss of principal. International and Emerg-
ing Markets investing carries special risks 
such as currency fluctuation and political 
instability.  Bonds are subject to market 
and interest rate risk if sold prior to ma-
turity.  Bond values will decline as interest 
rates rise and bonds are subject to availa-
bility and change in price.    
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The happy eaters!  Of course Freddie is well-loved in Spain...   


