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Financial markets remained volatile throughout 
the second quarter of 2018, ultimately finishing 
the quarter with the S&P 500 Index® at 2,718.371. 
This bout of market volatility was initially induced 
by a sharp rise in interest rates. The 10-Year U.S. 
Treasury Bond started the year at 2.43%, rose to as 
high as 3.11%, and finished the quarter at 2.85%1. 

Markets have also responded to the spread 
between the 2- and 10-Year Treasury Bond.  The 
implication of a narrowing spread between these 
two rates is generally seen as indicative of slowing 
growth or, at least, reduced expectations of long-
term growth. However, because central banks 
around the world have been influencing global 
treasury bond markets by purchasing very large 
quantities of them, the genesis (and therefore, 
meaning) of the narrowing spread could be quite 
different than it has been historically.

Another cause of recent market volatility is 
concern over trade relationships between the 
United States and its trading partners. As President 
Trump attempts to fulfill a campaign promise to 
have, in his words, “fairer trade,” he has authorized 
by executive order a variety of taxes on imports 
(tariffs). These import taxes could affect exporters 
in nearly every country around the world. Neither 
allies nor adversaries will be able to hide from these 
duties as the U.S. is the largest market for most 
export-reliant countries. While initially placed on 
steel and aluminum, these tariffs have now been 

Capital Market Summary increased to cover many other imported goods, 
particularly from China. Many of the countries 
impacted by these new taxes have responded in 
kind by applying similar measures against U.S. 
imports. In Canada, lumber and metals imported 
from the U.S. are being taxed, Europe is taxing 
U.S.-sourced motorcycles and apparel2, and China 
is taxing imported food, steel, wine, and ethanol.

In spite of these concerns, the quarter was a 
positive one for the S&P 500 which rose 3.43%.  
Mid-size firms, represented by the S&P 400 
Mid Cap Index®, rose 4.29%, and smaller firms, 
represented by the S&P 600 Small Cap Index®, rose 
8.77%1. Positive results can be seen largely as a by-
product of strong earnings growth. Of companies 
that have reported second quarter results so far, 
85% have exceeded analyst estimates on earnings 
and 90% have surpassed sales estimates. The 
estimated earnings growth rate for this quarter 
is 20%.  If this comes to fruition, it will mark the 
second highest earnings growth seen by U.S. 
corporations since 2010 where it reached 34% 
exiting the previous recession3.

To date in 2018, there is a noticeable difference 
in the performance of sectors year-to-date (YTD) 
within the S&P 500.  Technology has continued 
to lead (+12.71% YTD), and telecommunications 
and consumer staples are vying for the bottom 
(-8.88% and -8.64% YTD respectively). Consumer 
discretionary (on the back of a small recovery 
in the retail sector and of course, Amazon) has 
gained 11.80% YTD, while energy has gained 

4.92% YTD.  The gain in energy is notable because 
at the beginning of the quarter, its year-to-date 
performance was almost  -5%.

The Barclays’ Aggregate Bond Index® fell 0.16% 
over the quarter, while the Barclays’ Municipal 
Bond Index® gained 0.87%.  This is evidence that 
much of the price reduction caused by the rise in 
interest rates has been mitigated by the coupon 
payments of the bonds. High yield corporate 
bonds returned 1.00% for the quarter, which 
reflects a relatively benign credit environment 
in spite of equity market volatility. The Barclay’s 
Global Aggregate Bond Index® fell 2.78% on a 
rising U.S. dollar spurred on by rising U.S. interest 
rates and concerns about exporting countries 
(particularly in the developing world) regarding 
potential tariffs1.  

The MSCI EAFE Index® (developed international 
equity) declined 1.24% during the second quarter 
of 2018. This was caused by the combination of 
a rising U.S. dollar and developed international 
markets “cooling off” after a very strong 2017.  
Also, over the quarter, the MSCI EM Index® 
(emerging market equity) sunk 7.96%1.  Similar to 
developed international equity, this was caused by 
a rising dollar, but additionally by trade tension as 
many emerging market countries are suppliers to 
the U.S. and China.
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      Lists of Retaliation Tariffs on American Exports, 7/5/18.
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As earnings grow, there will be some sectors with 
greater growth than others. Currently, analyst 
estimates indicate that the two sectors with the 
largest projected growth in earnings are energy 
(+96.4%) and financials (+30.8%)4.  We believe that 
these sectors are quite attractive at their current 
valuations in spite of the recent run-up in energy 
stock prices.  

Looking to fixed income markets, the Federal 
Reserve’s current targeted Federal Funds Rate is 
1.75% - 2.00%. Their projection for end-of-year is 
2.25% - 2.50%5. The market’s expectation is split 
between the Federal Reserve’s target and 0.25% 
less. Specifically, the market is pricing in a 79.5% 
chance of one rate hike in September and a 54.0% 
chance of a second hike in December6.  We view the 
Fed’s inclination to continue rate increases as an 
indication of a positive view on expected economic 
growth. Because the market is marginally more 
skeptical (only predicting a 54% chance of a second 
rate hike), if economic conditions justify that 
second hike, it could end up providing confidence 
to equity markets. 

Central bank bond buying/selling is expected to 
become a net-negative driver of demand for global 
treasury bonds in 20197. This will be the beginning 
of a major test to see how the “extraordinary” 
monetary policy of global central banks can be 
unwound. Since there is no precedent for the 
massive bond buying, the effects of reversing this 
policy are largely unknown. This will be something 
that our investment team will continue to monitor. 

Any disruption that this causes in equity and 
fixed income markets may end up presenting 
opportunities.  

Finally, while markets have not been steady so far 
in 2018, there are still reasons to be optimistic 
about the current environment. Valuations are 
more reasonable than they have been in the past 
couple of years (on a forward earnings basis), bond 
yields are higher (implying promising future fixed 
income returns), and economic growth remains 
robust with GDP estimates of 3.8% from both the 
Atlanta Federal Reserve’s GDPNow and “Blue Chip 
Consensus” forecasts8. Therefore, we would not 
be surprised to see the expansion in equity prices 
that commenced in 2009 continuing for some time 
yet. Due to the potential for a strong discrepancy 
in returns among regions and sectors on a year-
by-year basis, we continue to recommend being 
broadly diversified across asset classes and 
geographic regions.  

 

3  Factset, Earnings Insight, 7/6/18

Capital Market Outlook

The combination of the early 2018 market 
correction (defined as a 10% drawdown from a 
market high) and rising earnings have caused the 
S&P 500’s forward price-to-earnings ratio (P/E) to 
fall back to its 5-year average. While still well above 
the 10-year average, we do not believe that this 
is a significant concern. That 10-year timeframe 
includes the period at the end of the recession 
when valuations were at their lowest in 2009.  We 
expect the longer-term averages to slowly rise, 
which may serve as support to current equity 
prices3.  

Earnings are expected to continue to grow 
throughout the universe of companies3. We find 
smaller capitalization firms particularly intriguing 
at this time for a couple of reasons. First, smaller 
firms tend to be more insulated from the global 
economy. If other countries apply tariffs to U.S. 
exports, we expect these smaller firms to be less 
affected because the end markets for their goods 
tend to be domestic. The second reason is the 
still recent tax reform that became effective for 
2018. Smaller corporations have fewer avenues to 
shield earnings from taxes and thus, pay at higher 
rates. Therefore, we expect that the reduction in 
corporate tax rates from 35% to 21% will provide 
the largest benefit to this group of companies.  
Where appropriate, our portfolios are overweight 
to this asset class in an attempt to capitalize on this 
thesis.  

8  Federal Reserve Bank of Atlanta, GDPNow, 7/7/18
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Risks

• Global interest rate uncertainty remains. While 
it is somewhat clear what direction the U.S. 
FOMC is moving in their interest rate hikes, the 
magnitude, consistency, and longevity of this 
rising rate cycle is not known. At the same time, 
there is evidence of a shift to tighter monetary 
policy by other central banks.

• It is not a coincidence that with tightening 
monetary policy there has come an increase 
in volatility in the markets. Add in geopolitical 
concerns around the globe and the ever-present 
uncertainty with the U.S. political environment 
and this volatility should be expected to 
continue.

• While the market’s sluggish start to 2018 was 
able to bring valuations a bit lower to historical 
averages, U.S. equities are still at elevated 
valuations. This is not unexpected this far into 
a bull market, but this remains an area that our 
investment team continues to monitor.
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Employment

• Total non-farm payroll employment increased 
by 223,000 in May, and the unemployment rate 
declined to 3.8%11.

• The labor force participation rate (the share of 
working-age people in the labor force) for May 
showed little movement on the month, coming 
in at 62.7% on a seasonally-adjusted basis. This 
is identical to last year’s number of 62.7%11.

• In May, the average hourly earnings rose eight 
cents to $26.92, a continuation of the four cents 
increase in April. Over the year, average hourly 
earnings increased by 71 cents, or 2.7%. The 
average workweek remained unchanged at 34.5 
hours11.

• The broader U-6 measurement of 
unemployment declined to 7.6%, on a 
seasonally-adjusted  basis, from 7.8% in April 
2018 and 8.4% in May 201711. 

Inflation

• According to the Bureau of Labor Statistics, the 
Consumer Price Index for All Urban Consumers 
(CPI-U) increased 0.2% in May on a seasonally-
adjusted basis12.   

• The CPI-U increased by 2.8% over the last 12 
months before seasonal adjustment12. 

• The Core-CPI, a popular indicator that looks at 
all items less food and energy, rose 0.2% in May 
and 2.2% over the last 12 months12.

Economic Perspectives

Economic Growth & Profits

• Real gross domestic product (GDP) for the first 
quarter of 2018, according to the third estimate 
from the Bureau of Economic Analysis (BEA), 
came in at 2.0%, which is a slight revision 
downward from the second estimate of 2.2% 9.

• The BEA also noted that, “profits from current 
production (corporate profits with inventory 
valuation adjustment and capital consumption 
adjustment) increased $39.5 billion in the first 
quarter, in contrast to a decrease of $1.1 billion 
in the fourth quarter”9.

Interest Rates

• Near the end of the second quarter, the Federal 
Open Market Committee (FOMC) decided to 
raise the target range for the federal funds rate 
to 1.75% - 2.0% from 1.50% - 1.75%10.

• The committee’s projections of real GDP growth 
show an increase in growth year-over-year for 
2018 with a median projection of 2.8%, but 
with declining growth in subsequent years 
with a longer run median projection of 1.8%. 
This seems to match the committee’s current 
interest rate projections, with the committee 
signaling four total hikes in 2018, a median 
projected Federal funds rate of 2.4% and then 
fewer hikes in subsequent years with a median 
Federal funds rate of 3.1% in 2019 and 3.4% in 
202010.

continued

   9  U.S. Department of Commerce: Bureau of Economic Analysis -     
       Gross Domestic Product: First Quarter 2018 (Third Estimate) 
       (June 28, 2018)
10  U.S. Federal Reserve - Federal Reserve Issues FOMC Statement 
      (June 13, 2018)

11  U.S. Department of Labor: Bureau of Labor Statistics - The 
       Employment Situation, May 2018 (June 1, 2018)
12  U.S. Department of Labor: Bureau of Labor Statistics - Consumer 
      Price Index, May 2018 (June 12, 2018)
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Index
Total Return (%) 

3 Mo 
(Mo-End) USD

Total Return (%) 1 Yr 
(Mo-End) USD

Total Return (%)
Annualized 3 Yr 
(Mo-End) USD

Total Return (%)
Annualized 5 Yr 
(Mo-End) USD

DJ Industrial Average TR USD 1.26 16.31 14.07 12.96

S&P 500 TR USD 3.43 14.37 11.93 13.42

S&P 400 Mid Cap TR USD 4.29 13.50 10.89 12.69

S&P 600 Small Cap TR USD 8.77 20.50 13.84 14.60

MSCI KLD 400 Social GR USD 3.83 15.25 12.08 12.97

MSCI EAFE NR USD (1.24) 6.84 4.90 6.44

MSCI EM NR USD (7.96) 8.20 5.60 5.01

Barclays U.S. Agg Bond TR USD (0.16) (0.40) 1.72 2.27

Barclays Global Agg Bond TR USD (2.78) 1.36 2.58 1.50

S&P GSCI Spot 7.62 30.90 3.42 (4.43)

S&P Target Risk Cons. TR USD (0.14) 3.21 4.12 4.43

S&P Target Risk Mod. TR USD (0.11) 4.30 4.82 5.49

S&P Target Risk Aggr. TR USD 0.03 8.55 7.49 9.08

Source:  Morningstar® as of June 30, 2018

Index Returns Table

The Dow Jones Industrial Average is a price-weighted average of 30 significant stocks traded on the New York Stock 
Exchange (NYSE) and the NASDAQ. The MSCI U.S. Broad Market Index is comprised of nearly 100% of the total market 
capitalization of U.S. stocks traded on the NYSE and the NASDAQ. The S&P 500 Index is a market capitalization free-
float adjusted index of the prices of 500 large capitalization common stocks traded in the United States. The S&P 
400 Mid Cap Index serves as a barometer for the U.S. mid-cap equities sector and includes stocks with total market 
capitalization that ranges from roughly $750 million to $3 billion. The S&P 600 Small Cap Index covers a broad 
range of U.S. small cap stocks and is weighted according to market capitalization covering about 3-4% of the total 
market for U.S. equities. The MSCI KLD 400 Social Index is a free float-adjusted market capitalization index designed 
to target U.S. companies that have positive environmental, social, and governance (ESG) characteristics. The MSCI 
EAFE Index is a market capitalization weighted index and is designed to measure the equity market performance of 
developed markets (Europe, Australasia, and Far East) excluding the U.S. and Canada. The MSCI EM NR USD Index 
is a free-float adjusted market capitalization index that is designed to measure the equity market performance in 
the global emerging markets. The Barclays Aggregate Bond Index is a market-capitalization weighted index that 
is considered to be representative of U.S. traded investment grade bonds. The Barclays Global Aggregate Bond 
Index includes government securities, mortgage-backed securities, asset-based securities and corporate securities 
to simulate the universe of bonds in the market. The S&P GSCI Spot is a composite index of commodity sector returns 
which represents a broadly diversified, unleveraged, long-only position in commodity futures. The S&P Target Risk 
series of indices comprise multi asset class indices that correspond to a particular risk tolerance with varying levels 
of exposure to equities and fixed income intended to represent stock and bond allocations across a risk spectrum. 
The market indices referenced are unmanaged.  You cannot invest directly in an index.
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Disclosure

Opinions and/or statements regarding market trends and 
estimates provided are subject to change without notice and are 
based upon current market conditions. Portions of the information 
and historical data provided in this document have been gathered 
from reliable sources and provided to Vicus Capital and is believed 
to be accurate and credible.  Vicus Capital makes no guarantee as 
to the complete accuracy of this information. Please remember 
that past performance may not be indicative of future results.  
Different types of investments involve varying degrees of risk, and 
there can be no assurance that the future performance of any 
specific investment, investment strategy, or product (including 
the investments and/or investment strategies recommended 
or undertaken by Vicus Capital), or any non-investment related 
content, made reference to directly or indirectly in this document 
will be profitable, equal any corresponding indicated historical 
performance level(s), be suitable for your portfolio or individual 
situation, or prove successful.  Due to various factors, including 
changing market conditions and/or applicable laws, the content 
may no longer be reflective of current opinions or positions.  
Moreover, you should not assume that any discussion or 
information contained in this document serves as the receipt of, 
or as a substitute for, personalized investment advice from Vicus 
Capital.  To the extent that a reader has any questions regarding 
the applicability of any specific issue discussed above to his/her 
individual situation, he/she is encouraged to consult with the 
professional advisor of his/her choosing.  Vicus Capital is neither 
a law firm nor a certified public accounting firm and no portion of 
the newsletter content should be construed as legal or accounting 
advice.  If you are a Vicus Capital client, please remember to 
contact Vicus Capital, in writing, if there are any changes in 
your personal/financial situation or investment objectives for 
the purpose of reviewing/evaluating/revising our previous 
recommendations and/or services. A copy of Vicus Capital’s 
current written disclosure statement discussing our advisory 
services and fees is available upon request. Various investments 
and securities are mentioned in this document.  The inclusion of 
these investments and securities in the presentation should NOT 
be considered a recommendation to purchase or sell any securities 
or investments mentioned.  Consult your investment professional 
on how the purchase or sale of securities and investments meets 
your investment objectives and risk tolerances.

Financial Planning and Investment Advisory Services offered 
through Vicus Capital, Inc., a federally Registered Investment 
Advisor.   
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