
 
 

1st Quarter 2018     

“In many ways, the stock market is like the weather in that if you don’t like the current conditions all you have to do is wait a while.” 

– Lou Simpson 

A return to “normal” 

The “Sea of Tranquility” capital markets environment of historic low volatility developed some white caps in the first 

quarter of 2018.  

The record period of low volatility for global capital markets that started in February 2016 ended on January 26th as 

investors became concerned over equity valuations, rising interest rates, and inflation worries. Adding to the concerns 

during the quarter, social media tech pioneer Facebook, Inc. (FB) disclosed that a data analytics firm had improperly 

gained access to Facebook user privacy data for the purpose of targeting political ads favorable to the Trump election 

campaign, resulting in a selloff of Facebook and the technology sector as a whole (more on that below).  Finally, the 

Trump Administration announced tariffs on some $60 billion in steel, aluminum, and other imports directed mostly at 

China and aimed at curbing unfair trade practices by China. The move sparked concerns over retaliations and fears of a 

possible trade war that 

would be damaging to 

the global economy if it 

occurred. U.S. stocks 

ended the quarter down 

for the first time since Q3 

of 2015.  

Despite the bump in volatility in Q1, research by Blackrock suggests that the current low volatility regime could persist 

for awhile. The historical volatility chart shows that volatility tends to move in regimes, high or low, and that the low 

volatility of 2017 was abnormally low. Steady, above-trend global growth is supportive of low-vol regimes, which in the 

past have tended to play out over many quarters. However, greater macroeconomic uncertainty leaves the potential for 

increased volatility. Tax reform has provided fiscal stimulus 

when the U.S. expansion has reached full capacity could 

lead to overheating. The risk of tit-for-tat trade spats makes 

for bumpier global markets, but at a level that is back to 

“normal.”  

Trade talk worth watching 

Of the issues that contributed to the turbulence in capital 

markets thus far in 2018, the one that deserves the most 

attention is the tariff announcements and the potential for 

retaliation and a budding trade war as a result. In the long 
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Asset Class Returns Q1 2018 (3-31-2018)

US Large US Mid US Small REITs Intl Large Intl Small Em Mkts Bonds

Q1 -0.7% -0.8% -0.1% -5.9% -1.5% 0.2% 1.4% -1.5%

Indexes: US Large, Russell 1000; US Mid, S&P MidCap 400; US Small, Russell 2000; REITS, DJ US Real 

Estate; Intl Large, MSCI EAFE; US Small, MSCI EAFE SMall Cap; EM, MSCI Emerging Markets; Bonds, 
Barclays US Agg Bond. Source: Morningstar.
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history of our world, trade wars have always ended badly.  

It is true that China has tilted the trade playing field in its direction, and President Trump aims to fix this through 

protectionist measures, or at least the threat of protectionism. China has had a history of manipulating its currency by 

holding its value down which makes its exports artificially cheaper and ours more expensive, though they have improved 

on this front. China does have a higher tariff-tax rate on imports than the U.S. has on China, and Beijing also restricts 

Americans and other outsiders from investing in state-owned businesses. And, when foreign companies seek to link up 

with Chinese partners, the government often requires them to hand over intellectual property. 

When the Trump administration announced tariffs on imported steel and aluminum in early March and a separate round 

of $100 billion of tariffs directed at China, China responded by announcing $50 billion of tariffs on U.S. goods. These 

announcements rattled markets, but it is important to understand that no actual tariffs have gone into effect and would 

not for potentially months. The tariff pronouncements are salvos for trade negotiations, although many experts believe 

that tariff announcements as an opening negotiating tactic are dangerous and reckless and not the best way to prompt 

fairer trading policies from China. Rising protectionism is a big risk, but we do not see trade wars for now. 

Room to run 

A strong corporate earnings season has the potential 

to lift equity markets out of the first quarter malaise. 

As the U.S. economy is finally reaching its capacity 

after nine years, it is getting a fiscal stimulus for the 

first time in decades outside of a recession. Blackrock 

estimates that tax cuts and public spending could add 

a full percentage point to growth this year, although 

faster growth could shorten the duration of the 

expansion if not accompanied by increased 

productivity.  

U.S. tax and spending plans have further boosted 

earnings growth, which had already been gaining 

momentum on the back of earnings strength. As analysts factor in stimulus, U.S. earnings upgrades relative to 

downgrades have shot up (see Earnings power chart). This earnings revision trend goes beyond the U.S. and makes for 

the healthiest global earnings outlook since the post-crisis bounce, according to Blackrock. Increased dividend payouts 

and share buybacks are another support for equities. 

Amazon gets Trumped 

One of the more widely held individual stocks across client portfolios is wide moat Amazon.com, Inc. (AMZN). Amazon is 

the ‘A’ of the so-called FANG stocks as it has been the transformational company in the retail industry causing stress and 

bankruptcy among traditional brick-and-mortar retailers. President Trump has had complaints about Amazon for awhile 

now but initiated Twitter attacks on Amazon in March and early April that spark worries of anti-trust measures against 

Amazon and caused a sell-off in the stock. The President blamed the financial woes of the U.S. Postal Service on 

Amazon.  
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President Trump tweet: Only fools, or 
worse, are saying that our money 
losing Post Office makes money with 
Amazon. THEY LOSE A FORTUNE, 
and this will be changed. Also, our 
fully tax paying retailers are closing 
stores all over the country...not a level 
playing field! 
6:35 AM - Apr 2, 2018  

The truth is, the post office is losing a fortune, but Trump is wrong in 

blaming Amazon. According to Politifact.com, the Postal Service lost $2.7 

billion in 2017 and has lost $65.1 billion since 2007. The Postal Service 

has suffered from a general decline in the use of first class mail in the age 

of electronic communications, but most of the red ink is attributed to a 

law mandating that the USPS pre-fund 75 years’ worth of retiree health 

benefits. Otherwise, the USPS is not a tax payer funded organization. 

Package delivery has been one of the few bright spots for the USPS. They 

negotiate deals with private shippers like Amazon and are mandated by law that negotiated deals with private shippers 

must at least break even. So, the Postal Service is not losing money on Amazon. 

It is true that online retailing has caused retailers like Circuit City, Sports Authority, and numerous others to go out of 

business, and Amazon is the biggest player. However, technological innovation has been and will continue to transform 

industries. Amazon and other e-commerce players are actually enhancing our lives, and it is not the government’s job to 

pick winners and losers. Unfortunately, the problem with social media is that people can make comments 

instantaneously without fact checking, and comments from the President can move markets. In this case, it allowed 

investors to buy Amazon at a more favorable price. 

Facebook flub 

Also one of our core individual stock holdings is wide moat Facebook, which came under fire in Q1 after it disclosed that 

data analytics firm Cambridge Analytica improperly used privacy data on up to 80 million Facebook users to target 

political ads favorable to the Trump campaign during the last election. The stock dropped nearly 20% in the week after 

the disclosure and has recovered into the mid-160’s at the time of this writing. The stock remains well above our 

average cost basis. 

The data breach triggered concerns in the market over increased government regulation in the technology sector, 

Facebook user defections, potential fines, and decreases in ad spending on the Facebook and other social media 

platforms. CEO Mark Zuckerberg was called to testify before Congress this week offering his regrets and better 

oversight. One of the potential social media alternatives to Facebook is Instagram; however, Instagram is owned by 

Facebook. We did not sell the stock and feel this development is a short term head wind for the company. The stock is 

trading at nearly a 20% discount to its fair value of $198. Another of our valuation services calculates Facebook fair or 

intrinsic value at $238 per share. We believe the stock decline created an opportunity for investors to own this wide 

moat, transforming company and would buy it for new client relationships. 

Outlook 

We remain optimistic on the prospects of equity markets for 2018 given the solid fundamental economic environment 

both here and abroad and the potential for very positive corporate earnings results. The chart below shows our top 40 

largest individual stock positions that make up the Satellite segment of our Core & Satellite equity philosophy. The 

weighted average discount to fair value of these 40 stocks represent a 20% discount to fair value, offering significant 

upside and limited downside potential, in our view. We also believe these high quality, mostly wide moat companies 

with an average dividend yield of 2.14% have the potential for increases in intrinsic value estimates over time. 

https://twitter.com/realDonaldTrump/status/980800783313702918
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For fixed income, our low duration, high quality approach has held up well in the environment of Federal Reserve 

tightening and general rising interest rate environment. Our fixed income portfolios were down roughly -0.4% on 

average in total return for the first quarter. This compares very favorably to fixed income investors who are stretching 

for yield with a longer duration portfolio. The Barclay’s Aggregate Bond Index, which has an average duration of 5.9, was 

down -1.5% for the first quarter. The Barclay’s Long Term U.S. Treasury Index was down -3.3% for the first quarter alone. 

With at least two more rounds of Fed tightening this year, we plan on maintaining our low duration, high quality stance 

in fixed income. This year, we have also added a Treasury inflation-hedged Exchange Traded Fund to the mix given the 

possibility for some building inflation pressures. 

All in all, while we remain optimistic, we expect some continued choppy seas. Thus, a mild dose of Dramamine may be in 

order. As always, we look forward to our visits and phone calls during the new quarter. 

—Dana L. Crosby, CFA, CFP® & Rick Stein 

 


