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2018 YTD RECAP

The S&P 500 has returned 3% YTD, but beneath the
surface the 1st half of 2018 has been a story of two
uneven quarters. During 1Q, S&P 500 fell by 1% on
realized volatility of 19.7 as the index struggled to
recover from a precipitous 10% decline. Since the end of
1Q, S&P 500 has returned 3% on comparably mild
realized volatility.

Growth stocks are highly represented among S&P 500’s
top 10 return contributors. The top 10 stocks have
contributed more than 100% of S&P 500’s YTD return.
Amazon’s soaring 45% YTD return has contributed 36%
of the index’s total return. The ﬁve best performing S&P
500 stocks YTD include: Abiomed (+121%), Netﬂix
(+106%), Twitter (+87%), TRIP (+64%), and UAA (+62%).

Rising interest rates and escalating trade tensions have
contributed to an increase in equity volatility in 2018.
10-year US Treasury yields have risen nearly 0.5% YTD
to 2.85%, and we expect they will continue to rise to
3.25% by year-end 2018 and just over 3.50% by the end
of 2019.

Thematically, strong balance sheet stocks have
outperformed this year as short- and long-term interest
rates have risen. Our basket of 50 stocks with strong
balance sheets has outperformed a basket of weak
balance sheet ﬁrms by 5% YTD (7% vs. 1%). We expect
strong balance sheet stocks will continue to outperform
given record-high net leverage for the median S&P 500
stock and tightening ﬁnancial conditions.

While trade tensions have ﬂuctuated for much of 2018,
the situation has escalated during the last month. The
White House recently proposed new tariffs on auto
imports totaling $275 bn and tariffs targeting Chinese
imports worth $400 bn. The administration has now
imposed tariffs on more than $50 bn of goods,
announced tariffs on another $50 bn, and proposed
tariffs on an additional $675 bn.
Strong EPS growth and lackluster market performance
have led S&P 500 P/E multiples to decline by 11% YTD.
Expected earnings for next year have been revised 14%
higher YTD but the index has risen by just 2%. As a
result, forward P/E has fallen from 18.1x at the start of
the year to just 16.1x today.

The fed funds futures market is pricing just 3 additional
rate hikes through the end of 2019 compared with our
economists’ expectation for 6 hikes. The median stock in
our strong balance sheet basket trades at an
above-average 23% forward P/E multiple premium to
the S&P 500 (20x vs. 17x).
However, in contrast with history, many of the
companies with the strongest balance sheets today are
also the ﬁrms with the strongest growth.
Information for this Outlook sourced from Consilium
Wealth Advisory, LLC, Goldman Sachs Asset
Management, JP Morgan, and Bank Credit Analyst.

STRATEGY
OUTLOOK
3Q 2018 THE BEGINNING OF THE END
HIGHLIGHTS
MACRO OUTLOOK: Global growth is decelerating and
shifting back towards the United States.
POLICY BACKDROP: The specter of trade wars
represents a real and immediate threat to risk assets.
Meanwhile, many of the “policy puts” that investors have
relied on are fading.
GLOBAL EQUITIES: We downgraded global equities from
overweight to neutral in June. Investors should favor
developed market equities over their EM counterparts.
Defensive stocks could outperform deep cyclicals, at least
until the dollar peaks early next year.
GOVERNMENT BONDS: Treasury yields may dip in the
near term, but will rise over a 12-month horizon.
Overweight Japan, Australia, New Zealand, and the U.K.
relative to the U.S., Canada, and the euro area.
CREDIT: The current level of spreads points to subpar
returns over the next 12 months. We prefer U.S. over
international corporate bonds.
CURRENCIES: EUR/USD will fall into the $1.10-to-1.15
range during the next few months. The downside risks for
the pound and the yen are limited. Avoid EM and
commodity currencies. The risk of a large depreciation in
the Chinese yuan is rising.
COMMODITIES: Favor oil over metals. Gold will bump
around for now, but do well over the long haul.

MACRO
OUTLOOK
BACK TO THE USA
The global economy experienced a synchronized expansion
in 2017. Global real GDP growth accelerated to 3.8% from
3.2% in 2016. The euro area, Japan, and most emerging
markets moved from laggards to leaders in the global growth
horse race.
The opposite pattern has prevailed in 2018. Global growth
has slowed, a trend that is likely to continue over the next
few quarters judging by a variety of leading economic
indicators.
The U.S. has once again jumped ahead of its peers: It is the
only major economy where the LEI is holding its own. The
latest tracking data suggest that U.S. real GDP growth could
reach 4% in the second quarter, more than double most
estimates of trend growth.
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Such a lofty pace of growth cannot be
sustained. For the ﬁrst time in over a decade,
the U.S. economy has reached full employment.
The unemployment rate stands at a 48-year
low of 3.75%. The number of people outside the
labor force who want a job, as a percentage of
the total working-age population, is back to
prerecession lows. For the ﬁrst time in the
history of the Bureau of Labor Statistics’ Job
Openings and Labor Turnover Survey (JOLTS),
there are more job vacancies than unemployed
workers.

THERE ARE NOW MORE VACANCIES
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Mainstream economic theory states
that governments should tighten
ﬁscal policy as the economy begins to
overheat in order to accumulate a
war chest for the next inevitable
downturn. The Trump administration
is doing the exact opposite. The
budget deﬁcit is set to widen to 4.6%
of GDP next year on the back of
massive tax cuts and big increases in
government spending.

THE FED IN
TIGHTENING
MODE

As the labor market overheats, wages will accelerate
further. Average hourly earnings surprised to the upside
in May. The Employment Cost Index for private-sector
workers – one of the cleanest and most reliable
measures of wage growth – rose at a 4% annualized pace
in the ﬁrst quarter. The U.S. labor market has ﬁnally
moved onto the ‘steep’ side of the Phillips curve.
Rising wages will put more income into workers’ pockets
who will then spend it. As aggregate demand increases
beyond the economy’s productive capacity, inﬂation will
rise. The New York Fed’s Underlying Inﬂation Gauge,
which leads core CPI inﬂation by 18 months, has already
leaped to over 3%. The prices paid components of the
ISM and regional Fed purchasing manager surveys have
also surged.

The U.S. Budget Deﬁcit Is Set To Widen Even If The Unemployment Rate Continues To Decline
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U.S. INFLATION:
UPSIDE RISKS
The Fed has a symmetric inﬂation
target. Hence, a temporary
increase in core PCE inﬂation to
around 2.2%-to-2.3% would not
worry the FOMC very much.
However, a sustained move above
2.5% would likely prompt an
aggressive response.

UNEMPLOYMENT RATE UPTICK
WOULD BE BAD NEWS
The fact that the unemployment rate has fallen 0.7% points below the Fed’s estimate of full employment may seem
like a cause for celebration, but this development has a dark side. There has never been a case in the post-war era
where the unemployment rate has risen by more than one-third of a percentage point without this coinciding with
a recession (Chart 9). The Fed wants to avoid a situation where the unemployment rate has fallen so much that it has
nowhere to go but up.

As such, we think that the bar for the Fed to abandon its once-per-quarter pace of rate hikes is quite high. If anything, the
risk is that the Fed expedites monetary tightening in order to keep real rates on an upward trajectory. Jay Powell’s
announcement that he will hold a press conference at the conclusion of every FOMC meeting opens the door for the Fed
to move back to its historic pattern of hiking rates once every six weeks.

FINANCIAL MARKETS
DOWNGRADE GLOBAL RISK
ASSETS FROM OVERWEIGHT
TO NEUTRAL

FIXED-INCOME: STAY
UNDERWEIGHT

Investors are accustomed to thinking that there is a “Fed
put” out there – that the Fed will stop raising rates if
growth slows and equity prices fall. This was a sensible
assumption a few years ago: The Fed hiked rates in
December 2015 and then stood pat for 12 months as the
global economic backdrop darkened. These days,
however, the Fed wants slower growth. And if weaker
asset prices are the ticket to slower growth, so be it. The
“Fed put” may still be around, but the strike price has
been marked down to a lower level.

A less constructive stance towards equities would
normally imply a more constructive stance towards
bonds. Global bond yields could certainly fall in the near
term, as EM stress triggers capital ﬂows into safe-haven
government bond markets. However, if we are really in an
environment where an overheated U.S. economy and
rising inﬂation force the Fed to raise rates more than the
market expects, long-term bond yields are likely to rise
over a 12-month horizon. As such, asset allocators should
move the proceeds from equity sales into cash. The U.S.
yield curve might still ﬂatten in this environment, but it
would be a bear ﬂattening – one where long-term yields
rise less than short-term rates.

Likewise, worries about growing ﬁnancial and economic
imbalances will limit the efﬁcacy of the “China stimulus
put” – the tendency for the Chinese government to ease
ﬁscal and credit policy at the ﬁrst hint of slower growth.
The same goes for the “Draghi put.” The ECB is hoping,
perhaps unrealistically so, to wind down its asset
purchase program later this year. This means that a key
buyer of Italian debt is stepping back just when it may be
needed the most.
The loss of these three policy puts, along with additional
risks such as rising protectionism, means that the outlook
for global risk assets is likely to be more challenging over
the coming months. With that in mind, we downgraded
our 12-month recommendation on global risk assets
from overweight to neutral in June.

Bond yields are strongly correlated across the world.
Thus, an increase in U.S. Treasury yields over the next 12
months would likely put upward pressure on bond yields
abroad, even if inﬂation remains contained outside the
United States.
Our increasing caution towards equities extends to the
corporate bond space. The BCA’s U.S. Corporate Health
Monitor we track remains in deteriorating territory. With
proﬁts still high and bank lending standards continuing to
ease, a recession-inducing corporate credit crunch is
unlikely over the next 12 months. Nevertheless, our
models suggest that both corporate and investment
credit are overvalued.
In relative terms, we prefer U.S. over European credit.
The near-term growth outlook is more challenging in
Europe. The ECB is also about to wind down its bond
buying program, having purchased nearly 20% of all
corporate bonds in the euro area over the course of only
three years.

EQUITIES: PREFER DEVELOPED MARKET OVER EMERGING
MARKET
One can believe that emerging market stocks will go up;
one can also believe that the Fed will do its job and tighten
ﬁnancial conditions in order to prevent the U.S. economy
from overheating. But one cannot believe that both of
these things will happen at the same time. As the chart
nearby clearly shows, EM equities almost always fall
when U.S. ﬁnancial conditions are tightening.
Our overriding view is that U.S. ﬁnancial conditions will
tighten over the coming months. As discussed above, the
adverse effects of rising U.S. rates and a strengthening
dollar are likely to be felt ﬁrst and foremost in emerging

markets. We believe that Turkey, Brazil, Argentina, South
Africa, Malaysia, and Indonesia are most vulnerable.
We no longer have a strong 12-month view on regional
equity allocation within the G3 economies, at least not in
local-currency terms. The sector composition of the euro
area and Japanese bourses is more heavily tilted towards
deep cyclicals than the United States. However, a weaker
euro, and to a lesser extent, a weaker yen will cushion the
blow from a softening global economy. In dollar terms, the
U.S. stock market should outperform its peers.

GETTING READY FOR THE NEXT EQUITY
BEAR MARKET
A neutral stance does not imply that we expect markets to move sideways. On the contrary, volatility is likely to increase
again over the balance of the year. We predicted last week that the next “big move” in stocks will be to the downside.
We would consider moving our 12-month recommendation temporarily back to overweight if global equities were to sell
off by more than 15% during the next few months or if the policy environment becomes more market-friendly. Similar to
what happened in 1998, when the S&P 500 fell by 22% between the late summer and early fall, a signiﬁcant correction
today could set the scene for a blow-off rally. In such a rally, EM stocks would probably rebound and cyclicals would
outperform defensives. However, absent such ﬁreworks, we will probably downgrade global equities in early 2019 in
anticipation of a possible global recession in 2020 or soon thereafter.

U.S. Fiscal Impulse Set To Drop In 2020
The U.S. ﬁscal impulse is set to fall
sharply in 2020, as the full effects of
the tax cuts and spending hikes make
their way through the system (Chart
42).4 Real GDP will probably be
growing at a trend-like pace of
1.7%-to-1.8% by the end of next year
because the U.S. will have run out of
surplus labor at that point. A falling
ﬁscal impulse could take GDP growth
down to 1% in 2020, a level often
associated with “stall speed.”
Investors should further reduce
exposure to stocks before this
happens.
The next recession will not be
especially severe in purely economic
terms. However, as was the case in
2001, even a mild recession could
lead to a painful equity bear market if
the starting point for valuations is
high enough.
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Valuations today are not as extreme as they were back then, but they are still near the upper end of their historic range .
Global equities will fare slightly better, but returns will still be below their historic norm. Long-term equity investors
looking for more upside should consider steering their portfolios towards hedge funds, managed futures, real estate
lending, and value stocks in the months ahead, which have massively underperformed growth stocks over the past 11
years.
This newsletter has information believed to be reliable, but is not guaranteed to be true and accurate. The information contained within is for general information
only and should not be considered a recommendation of any particular product or service. All investments have the potential for proﬁt or loss. No chart or graph
or presentation should be the sole basis for consideration of an investment. Investment advisory services offered through Consilium Wealth Advisory, LLC a
Registered Investment Advisor in the state of Texas, Florida, Louisiana and Oregon.

