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The biggest recurring cause of uncertainty for 
investors comes from the disruptive nature of 
President Trump’s administration. The dominant 
theme last quarter (and one we expect will repeat 
going forward) was trade policy. A number of tariffs 
and retaliatory levies went into effect in June and 
July and more are on the horizon. So far, trade-war 
fears have taken a much heavier toll on foreign mar-
kets—particularly those in the emerging world—
than they have in the U.S. Yet we are watchful and 
mindful of the fact that a sustained trade war with 
China, Europe, South America or elsewhere could 
be problematic for our own economy, which has 
been chugging along at a healthy pace.

While the Federal Reserve has taken a confident 
stance on the state of the economy, proceeding with 
its telegraphed plans to raise its key short-term interest 
rate twice so far this year (and is on track to make two 
more hikes in the second half), market-watchers and 
pundits began to jabber about recession in June, citing 
a slower pace of corporate earnings growth and the flat-
tening of the yield curve. We think both concerns are 
overstated and premature, but we are also well aware 
that the perception of a problem can affect traders’ 
behavior and create a negative feedback loop, which 
has the potential to temporarily unsettle markets. 

Our list of risks on the markets’ road ahead 
also includes contentious midterm elections reach-
ing fever pitch over the next few months, Special 
Counsel Robert Mueller’s investigation, concerns 
over results versus vague promises in our negotia-
tions with North Korea, rising tensions with Iran, 

U.S. stock markets posted positive returns over the last three months despite briefly revisiting cor-
rection territory in April amidst turbulent climes and unnerving headlines. Foreign stocks and U.S. 
bond markets did not fare as well.

the resignation of senior U.K. officials complicating 
an already complex Brexit process and the rising 
price of oil acting as a silent tax on U.S. consum-
ers. Any and all of these factors, along with the 
ever-present chance of a surprise shock, are likely to 
continue to add to day-to-day market gyrations and 
create a more challenging emotional environment 
for investors who, so far, have been rewarded by 
staying a disciplined investment course. 

All of this is tempered by improving economic 
fundamentals—chief among them the financial 
health of the U.S. consumer, growing corporate 
earnings and low interest rates—that lead us to 
think the expansion’s slow pace of growth will 
endure into the second half of the year. 

Second Quarter Review
As trade-war concerns weighed on the large, mul-

tinational companies that make up the Dow Jones 
Industrial Average during the second quarter, hold-
ing it to a small, 1.3% return, the MSCI U.S. Broad 
Market index returned 3.9% over the same period, 

U.S. Stocks Regain Some Ground
Q2 YTD 12-MO.

MSCI U.S. Broad Market 3.9% 3.3% 14.8%

S&P 500 3.4% 2.6% 14.4%

Dow Jones Industrial Average 1.3% -0.7% 16.3%

Bbg. Barc. U.S. Agg. Bond Idx. -0.2% -1.6% -0.4%

MSCI EAFE -1.2% -2.7% 6.8%

MSCI Emerging Markets -8.0% -6.7% 8.2%
Note: Ranked by Q2 2018 returns. Performance numbers are total returns, reflect-
ing reinvested dividends through 6/30/18. Source: Morningstar.
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buoyed in part by small-cap stocks, which gained 
7.3%. The S&P 500 index gained 3.4%. Year-to-
date, those three indexes are not far off where they 
ended 2017, but all are up double digits over the last 
12 months, ranging from 14.4% for the S&P 500 to 
16.3% for the Dow.

A stronger dollar, slow economic growth, worries 
about the impact of tariffs and yet another challenge 
to the cohesiveness of the European Union (this 
time from the newly elected government in Italy) 
has hampered the returns of international markets 
in 2018 after a strong 2017. During the second 
quarter, the MSCI EAFE index of developed foreign 
stocks declined 1.2%, leaving it down 2.7% year-
to-date. The MSCI Emerging Markets index ended 
June with an 8.0% decline for the quarter and a 
6.7% pullback year-to-date. The declines haven’t 
been steep enough to wipe out positive returns over 
the last 12 months, however. 

Energy stocks were lifted by the increase in the 
price of oil to over $70 a barrel in May and June and 
the sector gained 14.3% in Q2. Strong demand for 
real estate and a bit of relief that interest rates would 
not rise far enough to dent the appeal of their yields 
gave REITs (real estate investment trusts) a boost and 
the sector returned 10.1%. 

Still, this year technology stocks are leading the 
pack with an 11.1% return for the sector, followed 
by the consumer discretionary sector’s 10.1% gain. 
As has been the case in recent years, a number of 
the “FAANG” (Facebook, Amazon, Apple, Netflix 
and Google) stocks have fueled much of the out-
sized performance—for example, the consumer dis-
cretionary sector owes much of its outperformance 

to Amazon’s 45.3% year-to-date gain through June. 
Despite passing grades on the Federal Reserve’s 

stress tests for the country’s largest banks, financial 
stocks were the worst performers in the second quar-
ter, with a 2.3% decline. Recovery from the financial 
crisis, now nine years past, remains hampered in part 
by the low-interest-rate environment, which puts a 
damper on profits earned from loans. Rising rates 
should cure some of these ills, but the recovery for 
banks could be longer than expected.

The Fed’s interest-rate hikes, signs that inflation 
may finally have picked up a bit and a strong job 
market gave bond investors pause. The Bloomberg 
Barclays U.S. Aggregate Bond Index lost 0.2% in Q2 
and is down 1.6% year-to-date. Though, as prices 
fall, yields rise, and the benchmark 10-year Treasury 
bond was yielding 2.85% at the end of June, up from 
2.40% at 2017’s end.

Our Outlook
Heading into the third quarter, one big question 

is the level of disruption the ongoing tariff battle 
will have on the global economy. So far, only a small 
portion of goods and materials produced here and 
abroad are subject to tariffs. 

The steel and aluminum industries together make 
a great example of the interwoven, multilevel impacts 
of tariffs. In March, the administration announced 
plans to charge a 25% tariff on steel and 10% on 
aluminum imports from all but a few countries and 
applied them to about $48 billion of the metals trade 
in June. As a result, the price of steel rose steeply and 
was up roughly 45% year-to-date, while aluminum 
prices rose more than 20% from year-end. 

The benefits of the tariffs to U.S. steel and alumi-
num producers go well beyond higher sale prices for 
their products. Trade Partnership Worldwide estimates 
that these industries will be able to add around 26,000 
new jobs over the next three years. Steel and aluminum 
companies have already made plans to reopen closed 
plants and expand. 

For buyers of steel and aluminum, the outlook is 
not as rosy. It’s estimated that more than 400,000 
jobs will be lost over that same three-year period. 
And while there are 313,000 workers who stand 
to benefit from higher steel and aluminum tariffs, 
there are 5.1 million others in industries projected 
to be harmed by higher metals prices. 
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If tit-for-tat tariffs escalate to a global trade war, 
there is little question it will weaken growth. Taken 
to the extreme of a 70% reduction in international 
trade, one economist estimated a 2%–3% annual 
deficit to world GDP. Of course, if that seemingly 
small reduction compounds indefinitely, it could 
add up to a significant loss of potential growth. 

One check on how far the tariffs are allowed to 
go could be the approaching midterm elections, 
which will likely be viewed as a referendum on 
the Republican-dominated Congress’ and executive 
branch’s agenda. The president’s party typically loses 
influence in the House and Senate during mid-
term elections, but however voters choose, we’re 
expecting less-than-civil give-and-take leading up to 
November, adding to the animosity in Washington 
and taking a toll on investors’ psyches.

As for the two aforementioned factors contribut-
ing to recession fears—a flatter yield curve and slower 
earnings growth—we think both are overblown. Let’s 
start with the flattening of the yield curve (see below) 
as measured by the “10–2” spread, which compares 
yields on 10-year and 2-year Treasury bonds. 

The 10–2 spread, or difference in yields, was just 
0.33% at the end of the quarter. This has market-

watchers on edge because a negative spread—when the 
shorter bond outyields the longer one—has preceded 
the last five recessions. The fact that the final GDP 
figure for Q1 was revised down from its initial 2.3% 
estimate to 2.0% added to the jitters for those nervous 
about the durability of the economic expansion.

Three things we’d point out about the yield 
curve: First, the last five recessions didn’t begin 
until between 11 to 23 months after the yield curve 
inverted. Second, five recessions is not a statisti-
cally significant sample size. It may well be that an 
inverted yield curve means a recession is coming. Or 
not. (The Fed’s latest meeting minutes reveal some 
high-level debate about the validity of the signal 
in the current environment.) Most importantly, 
the yield curve hasn’t actually inverted, and as the 
chart on the next page shows, multi-year periods of 
tightening or flat spreads are not uncommon. Also, 
the flattening of the yield curve has thrown a few 
head-fakes along the way. We can’t tell you today 
if the spread is simply narrowing or headed for an 
inversion.

A predicted slower pace of corporate earnings 
growth later this year also set off the doomsayers. 
Of course, what they fail to mention is that earnings 

What Is the Yield Curve? 
THE YIELD CURVE is a simple way to compare the yields on bonds of 
differing maturities. It is typically represented by a line running from 
shorter-term bonds like 3-month Treasury bills all the way to long-term 
30-year Treasury bonds, and it is seen as a gauge of economic health. 

The accompanying chart shows the yield curve at the end of June 
2018 alongside the curve from November 2015, shortly before the 
Federal Reserve began raising the fed funds rate. Fed interest-rate 
hikes and cuts have the greatest impact at the short-maturity end of 
the yield curve; economic growth and inflation expectations tend to 
move bond prices and yields at the long end.

In a “normal” market environment, a line connecting the yields 
of bonds of increasing maturities curves up from short-term bills to 
longer-term notes and bonds. The curve steepens when the differ-
ence, or “spread,” between short and long bonds grows (a sign of an 
economy in expansion) and it flattens when that spread shrinks.

As you can see, since 2015, intermediate- to long-term (10- and 20-year) Treasury yields have increased moderately. But short-term 
bonds are now yielding significantly more than they were due to the Fed’s policy moves. This has caused the yield curve to flatten and 
raised worries about it inverting, or sloping down from higher short-term yields to lower long-term yields. 

But the yield curve could be flat for an extended period of time. During the mid-to-late 1990s, spreads between 10-year and 2-year 
Treasury bonds were stuck between 0.0% and 0.8% for over five years. During this period, the economy continued to grow. 

Economists and traders have debated the significance of the shape of the yield curve for decades. As with all other indicators, we 
think it is a useful reference tool for assessing the health of the economy, but only one of many. We do not believe that the shape of 
today’s yield curve is as pressing a concern as it has been made out to be by the media. 

Yield Curve as of...
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this before and indeed, volatility did pick up substan-
tially from February through April only to recede more 
recently. We are confident in our asset allocation and 
manager selection processes, as well as our longstand-
ing disciplined, diversified approach to building per-
sonalized portfolios. (You can read more about Chief 
Investment Officer Jim Lowell and Chairman Dan 
Wiener’s investment philosophy in the feature inter-
view, “Sizing Up Fidelity and Vanguard Managers,” in 
the July 7 edition of Barron’s.)

For all the turbulence of the first half of the year, 
we really have not yet encountered a significant mar-
ket pullback. That said, if the markets have had you 
tossing and turning, or even if you are simply feeling 
a bit less comfortable in the current environment 
and would like a reality check on your strategy, our 
investment professionals would be happy to provide 
a complimentary portfolio review. We understand 
that, emotionally speaking, these are not easy times 
to be an investor, but from our investment perspec-
tive, they remain good times during which to invest.

grew 25% year-over-year for S&P 500 companies 
during the first quarter, and are projected to be up 
about 20% for the second—that’s not contraction. 
We’ve said it many times before, but slower growth 
is not no growth. Companies are still riding a tail-
wind from the tax-code overhaul and appear to be 
in good position to continue to expand earnings. 

We don’t believe a recession is imminent or a press-
ing concern at this time. Plus, oil has surpassed $70 
per barrel again. If the world was headed for recession, 
it is unlikely prices would be that high. Oil’s ascent 
suggests demand in line with ongoing global growth.

The job market is robust. June’s initial employ-
ment data showed that people are rejoining the 
job hunt, pushing the unemployment rate up to 
4.0% from 3.8%. Wage growth has not taken off 
as much as one might expect in a full-employment 
economy, but this may have to change if companies 
want to fill openings with qualified candidates and 
retain talent. Consumer balance sheets continue 
to be healthy, and spending and savings have both 
trended up. The housing market, another gauge of 
consumer health, has also been unable to keep up 
with demand from well-qualified would-be buyers.

U.S. stock markets are within striking distance of 
the all-time highs notched early in 2018, and stocks 
still look like a better value to us than bonds even if 
they are on the expensive side. However, we think 
some of the best values to be had are overseas. After 
steeper drawdowns and a slower pace of economic 
expansion, foreign markets may afford our portfolio 
managers some of their best opportunities. 

Heading into the second half of the year, our expec-
tations are for increased market volatility. We’ve said 
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Spreads Not Signaling Recession
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