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Market Summary 
 

 

 

 

As we entered 2018, the market was riding a wave of optimism lifted by synchronized global growth and recently enacted tax reform legislation. 
January teased investors that this year could be even better as corporate earnings estimates accelerated from year-end, and the S&P 500 rallied 
over 7% at its peak. Just as bullish optimism hit multi-year highs and cash poured into equities at record pace, investors were abruptly given 
an overdue test of market volatility with the fastest 10% correction from an all-time high in the history of the S&P 500.    

February’s sell-off appeared to be triggered not by weak economic data, but at first by wage growth numbers in the January jobs report that 
showed a sudden acceleration in wage inflation from December. Nevermind that this wage growth number was revised down the following 
month, the seeds were already planted for inflationary pressures percolating in the data. Add to that a Federal Reserve that appeared as, if not 
more determined to normalize interest rates under new leadership, and price discovery for rate normalization swayed market direction with 
both bonds and stocks falling in tandem.  

After a few weeks of inflationary jitters, the market was finally able to grab a foothold towards the end of February, only to be rocked once 
again by fears of a global trade war set off by U.S.-imposed tariffs focused keenly on the world’s second largest economy, China. While the 
contextual size of the tariffs were marginal and most other countries were quickly granted exemptions, the potential for protectionist policies 
from the two largest economies soured the trade outlook and re-kindled inflationary threats that were still lurking. 

Even though the trajectory of global growth seems to have slowed down from the torrent pace in January, 96% of major global economies still 
have a PMI figure in expansion territory, something that has rarely occurred in history. Now, with the combination of declining stock prices 
and accelerating earnings estimates, investors were given a two-fold valuation correction. Profit margins in the U.S. are still near historic highs 
and at risk should inflation rise, but this correction and emerging skepticism was an overdue complacency reset after last year’s historic drought 
of volatility. And as is usually the case, this normal, but overdue correction was greeted by suddenly bearish narratives from the financial press 
and reactionary decisions from fickle investors who quickly flipped to net sellers of stocks in record fashion.  

Given the cyclical level of corporate earnings and economic growth, along with relative valuation discounts, we still see the more attractive 
opportunities abroad; however, U.S. investors should rejoice that they are now paying nearly 15% less than what they were in late January for 
earnings set to grow an estimated 18-20% in 2018. The market could be looking ahead to peak profits and a cooler economy in 2019, but we 
believe the best risk-rewards are still found in owning equities, with a discriminatory eye towards growth and proper risk-budgeting to weather 
the change in volatility regimes.  

 

Inflation Threats Abound 
With the Fed attempting to accelerate its tightening of monetary policy just as Congress enacts historic fiscal stimulus measures, we are 
essentially pushing down both the brake and gas pedals at the same time. Not exactly in the driver’s manual as it relates to historic precedence. 
Typically, such aggressive deficit spending is an early cycle move to stimulate an economy in need of recovery. As we approach our 9th year 
of expansion, the slow-but-steady “plow horse” economic growth of this recovery has left a lot to be desired. The combination of a healthy 
global economy and recent stimulus measures should lead to at least a short-term acceleration in economic output; but, the divergence in fiscal 
vs. monetary stimulus, in combination with other inflationary factors, has also started to raise uncertainty over the inevitable direction of prices. 

Core inflation is still running low at roughly 2% year-over-year, but the three-month rolling year-over-year change went from 1.9% in 
November to 3.1% in February. The recent weakness in the dollar has also led to higher import prices, which were up 3.5% YOY in February. 
Add in the potential regressive “taxes” on consumers in the form of imposed tariffs to this hotter economy and you have a number of 
inflationary forces starting to gain traction.     

Should inflation pressures really start to escalate, the bond market will undoubtedly feel pressure from higher yields and stocks could eventually 
feel pressure from tighter profit margins (higher costs) and lower relative valuations. We assumed coming into this year that inflation was a 
threat the market was under-appreciating, we just didn’t think the awareness would escalate as quickly as it has. Wage inflation will continue 
to be the big needle mover, so any large changes in coming months could be met with further bouts of volatility in both bonds and stocks.  

 
 

Art of the Trade Deal 
It started with washing machines and solar panels, then it evolved into the heart of industrial and agricultural America. Free trade has emerged 
as a contentious issue between the world’s two largest economies, and even within the U.S. administration itself. However, unless the U.S. 
decides to withdraw from NAFTA (which we see as unlikely) or should recent conciliatory comments from China prove to be a facade, there 
is also potential for this to blow over in the coming months. The Trump administration could choose to settle for a small victory instead of 
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trying to unravel the complexities of global free trade that have been built up over decades, most of which has helped to keep price inflation 
low for consumers. As it relates to a “trade war”, the U.S. exports significantly more to China than it imports, so on the surface it appears 
China has less leverage in its retaliatory tariffs. We see it as unlikely they would choose the extreme retaliation tactics of selling Treasuries or 
devaluing the renminbi given the significant self-induced negatives to China that would cause.   
 
Even so, the fact that the consequences are multi-faceted with outcomes that are all but certain is why market sentiment will continue to react 
to some of the more pointed gambits from the U.S., China and even European officials. Even watered-down measures have the ability to 
complicate business and consumer activity.   

Corporate Earnings Estimates Accelerate 
In the long-run, the stock market is a weighing machine and earnings matters 
most. In the short-run it is a voting machine and sentiment matters more. If you 
would have told us that corporate earnings estimates would have increased at the 
fastest rate in 20 years during the first quarter1, from already lofty starting levels, 
we would have assumed it was at least a good quarter for stocks. However, the 
price investors are willing to pay for each dollar of those earnings will oscillate 
with sentiment towards transient events and emerging macro trends and, in this 
case, those have overshadowed the strength of earnings. 
 
Previous to 2018, the first quarter was almost always the quarter in which early 
analyst optimism gradually shifted to low hurdles for companies to beat. As the 
chart illustrates, earnings estimates ended up increasing 7% from the start of 2018. 
As first quarter earnings reports continue to be released, along with outlooks and 
likely buyback and dividend increases, we believe this fundamental tailwind will 
be brought back to the forefront and support more positive sentiment to stocks.  
  

Volatility Returns After Historic Drought 
In late January & early February, the S&P 500 dropped 10% and into correction territory in a span of 9 trading days, the fastest drop on record 
from an all-time high2. That was certainly of historic precedence, but the residual volatility we have seen over the last two months that has 
seemed uncomfortable is actually not that extraordinary. What made this recent volatility revival more palpable was the dormancy leading up 
to February along with the atypical lack of diversification investors have received from bonds in their portfolios.  

Coming from last year, the change of regimes is quite stark. The S&P 500 has moved up or down at least 1% on 28 trading days so far in 2018 
(through April 13th), which is more than triple the 8 days for all of last year. In February, the Dow fell more than 1,000 points twice in a span 
of a few days. Five of the 15 biggest Dow point drops and 4 of the top 20 largest Dow point gains have already occurred thus far in 20183. As 
you can surmise, much of that has to do with the current Dow price levels, but compared to last year the differences are still remarkable.   

Looking back, last year looks to be the more extraordinary part of the comparison. We have had better years for stock returns than 2017, but 
last year may go down as one of the best “risk-adjusted” years for investors. There were multiple days in February where stocks declined more 
than last year’s worst intra-year pullback. Even with our confidence that fundamentals from corporate earnings will prevail in the near term, 
it is becoming increasingly clear that investors will have to “earn” those returns by weathering more volatility in the months and years to come. 

As patience and prudence wane in the face of increased market volatility, setting the appropriate risk budget and sorting through the hysteria 
will become more important for achieving the necessary investment outcomes.      
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The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual. To determine 
which Investment(s) may be appropriate for you, consult your financial advisor prior to investing. Information is based on sources believed to be reliable, however, their 
accuracy or completeness cannot be guaranteed. 

Statements of forecast and trends are for informational purposes, and are not guaranteed to occur in the future. All performance referenced is historical and is no guarantee 
of future results. Stock investing involves risk including loss of principal. An investor cannot invest directly in an index. There is no guarantee that a diversified portfolio will 
enhance overall returns or outperform a non-diversified portfolio. Diversification does not protect against market risk. Asset allocation does not ensure a profit or protect 
against a loss. 


