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Quarterly Investment Commentary 

Third Quarter 2018 

Highlights 

 The era of accommodative monetary policy is ending as the Federal Reserve moves to a neutral 

interest rate regime. 

 Increasing trade tensions and tariffs are headwinds for global markets.   

 U.S. equities surged forward for the third quarter, while Emerging Market equities slipped 

backward. 

 We advocate for investors to be thoughtful about putting money to work, staying invested, 

rebalancing, and sticking to their long-term plan.   

 Investors should be prudent about how they diversify their assets, manage risks, and refrain from 

making big directional trades or trying to time the market.   

 The best and worst performing asset classes vary greatly over the years.  We continue to 

emphasize the importance of diversification, discipline, perspective, and focusing on longer 

investment time horizons.   
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Economy 

The era of accommodative monetary policy is ending as the Federal Reserve moves to a neutral interest 

rate regime.  This shift is not yet alarming, as the combination of tax cuts and increased government 

spending have been additional forms of stimulus this year.  We are essentially exchanging forms of 

economic stimulus from monetary policy (interest rates) to fiscal policy (tax cuts and spending).  U.S. 

economic data has been strong, GDP growth is the highest we have seen recently, inflation is on target, 

unemployment is near 20-year lows, and short-term interest rates are slowly rising.  The U.S. economy is 

doing well, and the probability of a near term economic recession remains low. 

Concerns remain regarding 

Trump’s trade talks and tariffs.  

The effects of tariffs on prices, 

inflation and/or decreasing profit 

margins have yet to trickle down to 

consumers in full force.  We are 

hopeful that Trump wants to strike 

a deal with major trade partners, so 

investors can put this behind them.  

Increasing trade tensions and 

tariffs are headwinds for global 

markets.  We are watching how the 

escalation of trade tariffs impact 

trade volume.  For now, the left 

side of this graph shows world 

trade volume decreasing on a year-

over-year basis.  Our base case remains that a global trade war is unlikely, but we are watching this 

situation closely. 

GDP1:  Year over year GDP 

growth has increased to 2.9%, a 

pace firmly above the 2.3% 

average since the Great Recession.  

Second quarter GDP growth came 

in at 4.2%, a rate significantly 

higher than the 2.2% average 

increase since the Great Recession.  

Second quarter GDP growth was 

due to contributions from PCE (the 

Federal Reserve’s preferred 

measure of inflation), 

nonresidential fixed investment, 

exports, federal government 

spending, and state and local 

government spending.  Residential 

fixed investments continued to slow during the quarter.  Economists expect that this economic momentum 

will continue through 2018 and into 2019, as individuals and corporations redirect former tax payments to 

investment and/or spending in the economy.  We expect the pace of GDP growth to normalize as the 

stimulus effects wear off.   
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Inflation2:  Inflation has slightly exceeded 

the Fed’s 2.0% target.  There are a few 

factors that may continue to push inflation 

higher from these levels.  First, full 

employment and little slack in the labor 

markets.  Second, tariffs will increase the 

cost of goods.  Third, energy prices may 

remain at higher levels.  The chart on the 

right shows inflation for the last 50 years, 

as of August 2018.  As of September, 

Headline CPI increased 0.10%, resulting 

in a 2.3% increase over the past 12 

months.  Core CPI (ex-food and energy) 

increased 0.1% in September and was up 

2.2% for the last 12-month period. 

Employment:  Unemployment was at 

4.0% in June 2018.  In September 2018, 

the unemployment rate fell to 3.7%, even 

as more individuals entered the 

workforce.  The number of individuals 

employed part-time for economic reasons 

(involuntary part-time workers) has fallen 

from 5.0 million in March 2018 to 4.6 

million in September 2018.  Employment 

data remains very strong. 

Interest Rates:  The Federal Reserve 

continued down the path of monetary 

normalization by increasing the federal 

funds rate from a range of 1.75%-2.0% to 

2.0%-2.25% during their September 2018 

meeting.  The Federal Reserve set clear 

expectations of continued increases in the 

federal funds rate, so long as inflation and 

economic growth continue.  The Federal 

Reserve’s 2018 year-end estimate is for 

one more interest rate increase, likely in 

December.  The Federal Reserve 

reiterated that the actual path of interest 

rates will be data dependent, but looking 

into 2019, they estimate three more 

interest rate increases achieving a federal 

funds rate between 3.0%-3.25%.  If the 

Federal Reserve is correct, then the 

market will have to adjust, potentially 

leading to further increases in market 

interest rates and a stronger U.S. dollar. 
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In addition to increasing the federal funds rate, The Federal Reserve continued their balance sheet 

normalization program in September 2018, reducing the number of bonds they are buying in the open 

market.  The reduction of bond purchases is scheduled to accelerate during Q4 2018, as the Federal 

Reserve reaches their estimated maximum reduction rate.  Notably, the Federal Reserve removed their 

statement suggesting their monetary policy stance remains accommodative.  

 

Equity Investments 

During the third quarter, rising interest 

rates, trade disputes, and tariffs 

grabbed headlines as U.S. equities 

surged forward and international 

equities slipped backward.  U.S. 

equities experienced strong price 

appreciation during the third quarter 

(notably they gave up much of this 

price appreciation in early October) 

supported by strong U.S equity 

earnings growth.  Our caution is 

increasing as we anticipate rising 

interest rates, slowing effects from 

tariffs, and a more normal earnings 

growth environment.   

We continue to see this year’s market 

volatility as historically normal.  We 

advocate for investors to be thoughtful 

about putting money to work, staying 

invested, rebalancing, and sticking to 

their long-term plan.  Investors should 

be prudent about how they diversify 

their assets, manage risks, and refrain 

from making big directional trades or 

trying to time the market. 

During the third quarter of 2018, U.S. 

equity markets rallied while 

international equity markets were flat 

to down.  The S&P 500 TR (including 

dividends) was up 7.71% during the 

third quarter and was up 10.56% YTD 

(09/30/18).  Developed international markets measured by the MSCI EAFE NR were up 1.35% for the 

third quarter and down -1.43% YTD (09/30/18).  Emerging markets measured by the MSCI EM NR were 

down -1.09% for the third quarter and down -7.68% YTD (09/30/18).  The broad-based benchmark, 

MSCI ACWI NR, a market capitalization weighted index designed to measure the global equity market 

performance of 46 developed and emerging markets, was up 4.28% for the third quarter and up 3.83% 

YTD (09/30/18). 
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U.S.:  Strong earnings growth has 

led U.S. equity markets to 

outperform international markets 

year to date.  While we are seeing 

very strong U.S. earnings growth in 

2018, analysts anticipate a slowing 

from these levels in 2019.  For Q2 

2018, with 99% of companies 

reporting, the blended earnings 

growth rate for the S&P 500 was 

25%.  With 17% of S&P 500 

companies reporting Q3, the 

blended earnings growth rate is 

19.5%.   

Earnings growth should slow to 

more normal levels in 2019 as the 

one-time benefits from tax reform 

work out of the year over year numbers. In addition, earnings may come under additional pressure as 

wages, interest rates, and raw material costs increase (a combination of inflation and tariffs). 

The earnings backdrop, while still 

positive, is a less strong argument 

for continued investment in equities 

compared to earlier this year.  At 

16.8x forward 12-month earnings, 

U.S. equity valuations are near their 

25-year average (slightly below as I 

am writing).  We still anticipate 

moderate positive returns for the 

year in U.S. equities. 

Developed International:  

Developed International markets 

had a positive quarter.  European 

earnings leveled off and remain 

below their pre-recession peaks.  

Net exports, domestic demand, 

tariff worries, and slowing 

consumer confidence in the 

Eurozone are causing investors to reconsider their outlook for earnings growth.  On the brighter side, 

Europe’s labor market continues to improve, and their manufacturing indices (PMI) continue to grow.  

Developed International equity valuations remain more attractive relative to U.S. equity valuations.   

Emerging International:  The U.S. dollar’s strength combined with increasing U.S. interest rates and trade 

tensions have led to a selloff in Emerging Market equities year to date.  A rising U.S. dollar is a headwind 

when investing in foreign markets with foreign currencies.  Rising interest rates have increased the cost of 

financing for Emerging Market borrowers (for both corporations and governments).  Trade tensions have 
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also hurt Emerging Market 

exports, but we believe that a 

trade deal with China could 

result in an Emerging Market 

equity rally.  The outlook for 

earnings growth and dividends 

remains positive, however the 

currency headwind and decline 

in multiples have overwhelmed 

earnings growth and dividends 

year to date.  We will continue 

watching all these factors over 

the coming months.   

Uncertainty around trade will 

likely cause additional 

volatility, however we believe 

in global diversification and 

Emerging Market equities are 

part of a global equity 

allocation.  Attractive 

valuations and earnings growth 

support the case for Emerging 

Market equities.  Emerging 

Market equity valuations are 

more attractive relative to both 

their Developed International 

equity and U.S. equity 

counterparts with strong 

growth expectations.  

Historically, EM equities are 

more volatile than U.S. 

equities, so investors should 

expect a bumpy ride with this 

asset class.   

 

Fixed Income Investments 

Interest rates continued their slow rise during the third quarter.  It should come as no surprise that 

investors should continue to expect rising interest rates with the Federal Reserve clearly communicating 

their plan to increase the federal funds rate and unwind their balance sheet (see Q1 2018’s letter for an 

explanation of why unwinding their balance sheet affects interest rates). 
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The Federal Reserve 

intends to continue 

increasing short term 

interest rates gradually as 

they approach neutral (a 

federal funds rate that in 

their estimation neither 

stimulates nor restricts 

economic growth).  As a 

result, we are approaching 

an interest rate 

environment where short-

term interest rates are no 

longer accommodative, but 

rather normal.  As of their 

September 2018 meeting, The Federal Reserve’s “dot plot” projection suggests one more interest rate 

increase during 2018 (likely December 2018) and three more in 2019.  With all this activity in the interest 

rate markets, we have been paying close attention to the steepness of the yield curve.  A flattening yield 

curve is a classic late economic cycle indicator and an inverted yield curve (when short term rates are 

higher than long term rates) historically precedes economic recessions and bear markets.  We are hopeful 

that The Federal Reserve’s unwinding of their balance sheet will put enough upward pressure on the long 

end of the curve to avoid an inversion. 

A combination of low yields, rising interest rates, and tight credit spreads requires flexibility when 

investing in fixed income.  We remain underweight long-term fixed income, because as interest rates rise 

bond prices fall.  With low interest rates providing little cushion for falling bond prices, we like 

unconstrained bond managers who can invest in both long- and short-term fixed income and across the 

credit risk spectrum.  Long-term fixed income is an important part of an overall portfolio’s asset 

allocation, and we have maintained some exposure in portfolios.  Maintaining some exposure to long-

term core bonds is important for several reasons, including its historical ability to provide a buffer during 

stock market corrections.  We continue to diversify fixed income across short- and long-term core bonds, 

unconstrained fixed income strategies, international fixed income, high yield, and floating rate bonds. 

International fixed income has been a contributor to fixed income returns over the third quarter.  With 

rising interest rates in the U.S., we have found exposure to other interest rate regimes beneficial to fixed 

income diversification.   

Extended credit (high yield bonds and floating rate loans) provides diversification of risks with in fixed 

income, but it remains expensive with high yield credit spreads below their historical 15-yr average. We 

prefer floating rate loans over high yield bonds in our portfolios today, because floating rate loans are 

more senior in the capital structure and can be secured by collateral including accounts receivable, 

inventory, property, plant, and equipment.  Additionally, when high yield bond prices are this high, the 

return potential can become unequal, offering greater downside potential than upside potential.  Add the 

rising interest rate backdrop, and we prefer floating rate bonds over high yield bonds in our portfolios.  

The increase in short-term interest rates has benefited floating rate bonds, as higher interest rates flow 

through to investors in the form of increased yield.  We anticipate floating rate bond yields will increase 

as the Federal Reserve continues to increase short term interest rates.   
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Alternative Investments 

We are considering when to reduce our overweight to directional hedge funds (strategies that maintain 

some exposure to the broad stock market) in favor of non-directional hedge funds (absolute return 

strategies) as the market nears the end of its cycle.  Escalating trade tensions have increased the 

probability of overseas merger deals falling apart, creating head winds for merger arbitrage funds.  The 

increase in equity market volatility over the calendar year has been helpful for option strategies, as the 

increase in market volatility improves option pricing.  We continue to believe that allocations to 

alternative investments can be helpful in managing portfolio volatility, diversifying sources of risk, 

adding low correlated returns, and thereby enhancing risk-adjusted returns. 

Residential real estate has been slowing.  Housing starts have been weakening, and recent softness can be 

attributed to the rising cost of materials due to tariffs, a shortage of workers, and increased wages in the 

housing sector.  Rising interest rates have resulted in rising mortgage rates, contributing to fewer 

mortgage applications.  Existing home sales declined over the quarter, and pending home sales have 

decreased on an annual basis for the past eight months.  Commercial real estate continues to evolve as 

year over year net operating income growth slows from its cycle highs as measured by NPI-ODCE Index 

NOI growth.  REIT prices were flat over the third quarter.  We are mindful that rising interest rates can be 

a strong headwind for equity REITs, so we seek to invest in a combination of real estate securities 

targeting moderate total returns.  In this environment we prefer to gain real estate exposure across the 

capital stack including investments in real estate common equity, preferred equity, and bonds (with 

conservative loan to values) to navigate the potential for decreasing prices and increasing interest rates. 

We continue to be cautious on commodities 

because of their significant price volatility.  

We understand this asset class is volatile and 

the purposes for these investments are 

diversification of risk, low correlation with 

other asset classes, and a hedge against 

inflation.  It is difficult to achieve these 

characteristics with other asset classes.  

Because commodity prices have significant 

price volatility, it only takes a small allocation 

to achieve the benefits mentioned above in a 

portfolio.  For these reasons we entered 2018 

with a neutral allocation to a broad basket of 

commodities and a small allocation to gold. 

Private investments such as private equity, private debt, and private real estate are growing markets.  

They are complex, less regulated, and different than their publicly traded peers.  For some investors, 

however, it is an attractive way to invest as more companies are choosing not to go public.  Private 

investments are not for everyone, and the risks must be carefully weighed against the potential benefits.  

Private investments are typically locked up (illiquid) for a number of years, but they can provide an 

illiquidity premium and access to companies not available in publicly traded markets.  We have reviewed 

over 160 private investments over the past four years, including more than 40 private investments year to 

date.  We have reviewed local, regional, national, and international managers with investment focuses 

spanning niches across North America, Europe, and Asia. This experience and exposure gives us 

perspective on current terms, fees, investment strategies, etc. available today and allows us to compare 

private investment opportunities for our clients who understand and desire this type of investment 

exposure.  
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Conclusion 

In summary, we are cautious in the latter stage of this market and economic cycle.  We are considering 

when to reduce risk in portfolios before the end of this cycle.  We believe there is still room for the equity 

markets to run.  The U.S. economic backdrop is good and economic fundamentals do not suggest a 

recession in the near term.  Equity markets continue to benefit from earnings growth and recent tax 

reform, but slower earnings growth lies ahead.  Our caution comes from the potential for rising interest 

rates, rising inflation, decreasing profit margins, trade disputes, tariffs, political risks, and geopolitical 

hotspots posing as realistic threats and potential for future market volatility.  Looking outside the U.S., 

both developed and emerging international equities still have more attractive valuations and more room 

for earnings to grow relative to U.S. equities, although rising interest rates, a strengthening U.S. dollar, 

and tariffs are headwinds to these asset classes.  Core fixed income prices will continue to be challenged 

by rising interest rates and this requires flexibility in the asset class.  We are considering when to reduce 

our overweight to directional hedge funds in favor of non-directional hedge funds as the market nears the 

end of its cycle.  We continue to see opportunities in private investments, but these asset classes are 

complex, illiquid, less regulated, and are not appropriate for every investor.  We will continue to monitor 

the economy and geopolitical events as we manage through this economic and market cycle. 

Investors should not act on their emotions (often intensified by the media).  There are many examples of 

investors trying to time the market only to miss the market’s move.  At any point in time, one asset class 

will outperform all others.  Investors should be thoughtful about getting invested, staying invested, 

rebalancing, and sticking to their long-term plan.  Instead of trying to pick the tops and bottoms of the 

markets, investors should be thoughtful about how they diversify their assets, manage risks, and refrain 

from making big directional trades or timing the market.  In addition, investors should be careful about 

concentrated positions in the latter part of the market cycle and consider diversifying these concentrated 

positions.  We welcome discussing these and any other items of importance with you. 

 

Best Regards, 

The Olympus Wealth Management Team 

 

Sources:  Bessemer Trust, BlackRock, Eaton Vance, FactSet, Goldman Sachs, JPMorgan, MFS, Morningstar Direct, National Association of 

Realtors®, Northern Trust, SNW Asset Management, The Carlyle Group, The Federal Reserve, U.S. Department of the Treasury, U.S. 

Department of Commerce Bureau of Economic Analysis, U.S. Department of Labor Bureau of Labor Statistics. 

1.  GDP estimates are prepared on a schedule that requires three successive estimates – “advance”, “preliminary” and “final”.  The advance 

estimate is prepared approximately 1 month after the end of the quarter.  In most cases, the sources data for the quarter are not final and are 

subject to revision by the issuing agency.  One month later the preliminary estimate replaces the advance estimate.  The source data used for 

preliminary estimates, particularly the data for the third month of the quarter, are subject to further revision.  One month later the final estimate 

replaces the preliminary estimate.  The final estimate incorporates revisions in source data for the third month of the quarter.  Source:  

http://www.bea.gov/scb/account_articles/national/1093od/maintext.htm 
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2. The Federal Reserve reviews multiple 

measures of inflation when making policy 

decisions.  The Fed moved away from the 

concept of core CPI to the Personal 

Consumption Expenditure Price Index 

(PCE) as their key inflation measure.  

Specifically, the Fed said the PCE index is 

“…most consistent over the longer run 

with the Federal Reserve’s statutory 

mandate targets.”   

The PCE index uses a different formula 

than CPI to calculate inflation that allows 

for the consumer’s power of substitution 

(elasticity of demand), and the PCE index 

has different weights associated with the 

underlying goods (e.g. the PCE index has a 

significantly lower weight associated with 

housing).  The PCE index represents both 

households and nonprofit institutions 

serving households, whereas CPI only 

represents households.  The PCE index 

also has other seasonal adjustments.   

Historically the PCE index measurements of inflation are lower than CPI measures of inflation.  From January 1995 to May 2013, the average 

rate of inflation was 2.4% when measured by headline CPI and 2.0% when measured by headline PCE.  When setting both indexes equal to 100 

in 1995, the CPI was more than 7% higher than the PCE index in May 2013.  Arguably, focusing on the PCE index rather than CPI allows the 

Fed to continue economic stimulus at the expense of inflation.   

Olympus Wealth Management, LLC is a Registered Investment Adviser. This letter is solely for informational purposes. Advisory services are 

only offered to clients or prospective clients where Olympus Wealth Management, LLC and its representatives are properly licensed or exempt 

from licensure. Past performance is no guarantee of future returns. Investing involves risk and possible loss of principal capital. No advice may 

be rendered by Olympus Wealth 

Management, LLC unless a client service 

agreement is in place. 

This information and any discussion 

should not be construed as a personalized 

and individual client recommendation, 

which should be based on each client’s 

investment objectives, risk tolerance, and 

financial situation and needs.  This 

information and any discussion also is not 

intended as a specific offer by Olympus 

Wealth Management, LLC, or its 

partners.  Investments and opinions are 

subject to change due to market 

conditions and guidance may not be 

profitable or realized.  The information 

does not take into account the specific 

objectives, financial situation and 

particular needs of any specific person 

who may receive it.  

Olympus Wealth Management and its 

affiliates do not provide tax, legal or 

accounting advice. This material (including any attachments) has been prepared for informational purposes only, and is not intended to provide, 

and should not be relied on for, tax, legal or accounting advice. You should consult your own tax, legal and accounting advisors before engaging 

in any transaction.  

Past  performance  may  not  be  indicative  nor  a  guarantee  of  future  results.  All investment strategies have the potential for profit or loss. 

Changes in investment strategies, contributions or withdrawals, and economic conditions may materially alter the performance of your portfolio.  

Different types of investments involve varying degrees of risk, and there can be no assurance that any specific investment or strategy will be 

suitable or profitable for a client’s portfolio. There can be no assurances that a portfolio will match or outperform any particular benchmark.  

The information contained herein is subject to change and is also incomplete.  These  materials  do  not  constitute  all  the  information  

necessary  to  adequately evaluate the consequences of investing with Olympus Wealth Management, LLC. Our opinions reflect our judgment as 

of the date of publication. Investments and opinions are subject to change due to market conditions and the opinions and guidance may not be 

Source:  Guide to the Markets September 30, 2018 

Source:  Guide to the Markets September 30, 2018 
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profitable or realized. Working with a financial advisor is not a guarantee of future financial success. Investors should understand that 

statements regarding future prospects may not be realized.  

The material contained herein is intended as a 

general market commentary.  The 

prices/quotes/statistics referenced herein have 

been obtained from sources deemed to be 

reliable, but we do not guarantee their accuracy 

or completeness, any yield referenced is 

indicative and subject to change.  References to 

the performance or characteristics of our 

portfolios generally refer to the discretionary 

Balanced Model Portfolio constructed by 

Olympus Wealth Management.  It is a proxy for 

client performance and may not represent actual 

transactions or investments in client accounts.  

The views and strategies described herein may 

not be suitable for all investors.  This material is 

not intended as an offer or solicitation for the 

purchase or sale of any financial instrument.  To 

the extent referenced herein, real estate, hedge 

funds, and other private investments may present 

significant risks, may be sold or redeemed at more or less than the original amount invested; there are no assurances that the stated investment 

objectives of any investment product will be met.   

If you no longer wish to receive these communications please reply to this message with “Unsubscribe”.    

Past performance is not a guarantee of future results. | Not FDIC Insured   May Lose Value   No Bank Guarantee 

Source:  Guide to the Markets September 30, 2018 


