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QUARTERLY INVESTMENT REVIEW 

First Quarter 2018 

Quarter In Review 
After almost 17 months of remarkably low volatility, downside risk returned 

with a vengeance in February. The S&P 500 peaked on January 26th following 

508 days without a drop of 2% or more. The index sold off a total of 10.2% 

during the first few days of February, recovering to end the quarter down 

about 1% from the beginning of the year. As we commented in February, such 

a long period without a significant drop is rare. According to JP Morgan, the 

S&P 500 experiences an average of one 10% drop and five 5% drops every 

year.  

Smaller U.S. companies held up better during the quarter, basically ending the 

quarter where they began. After 2017’s solid gains, international stocks in 

developed markets lost 1.5% during the first quarter while stocks in emerging 

markets actually gained 1.4%.  

In the fixed-income markets, investment-grade bonds continued to struggle. 

The yield on the 10 year Treasury rose 0.50% during the quarter, before 

settling back a bit to 2.74% by quarter-end. This resulted in a loss of about 

1.5% for intermediate-term bonds while shorter maturity bonds lost about 

0.5%. Expectations of higher interest rates also punished real estate stocks 

(REITs), which were down almost 6% during the quarter. MLP stocks fared 

worse, down about 11% as investors broadly shunned income generating 

sectors of the stock market. 

Considering the amount of information investors were dealing with, things 

could have been a lot worse. Despite having a new Federal Reserve Chair, 

rising interest rates, a potential trade war and nearly weekly scandals swirling 

through Washington, D.C., the stock and bond markets ended the quarter 

down less than 2%.  

VOLATILITY RETURNS 

U.S. stocks suffered a 10% correction 

as trade tensions mounted.  VIX spiked 

above 37 from near record lows.  

INTEREST RATES RISING 

The Federal Reserve raised overnight 

rates a quarter percent and the 10 

year Treasury briefly hit 2.95%.  

EM STOCKS OUTPERFORM 

Emerging Markets stocks shrugged off 

trade worries to rise 1.4%, besting 

other asset classes. 

ECONOMIC GROWTH STEADY 

At 105 months of growth, the expan-

sion continues, with the economy on 

track to add 2% in the first quarter.  
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Outlook for 2018 
While we remain optimistic about the future of the economy, it is not without 

reservation. As we’ve seen during the quarter, the U.S. Administration is 

working aggressively to restructure global trade relationships. President 

Trump first announced steel and aluminum sanctions, then additional sanc-

tions on Chinese exports. This increases risks and uncertainty for both domes-

tically focused companies as well as trade-related businesses. As we’ve stated 

repeatedly, our main concern is something that really can’t be predicted: a 

policy error with significant unintended consequences. 

Even amid heightened concerns over the potential for increasing trade ten-

sions, global economic growth remains broad-based and should continue to 

support corporate earnings growth and financial assets in general. Overnight 

interest rates charged by central banks remain low and supportive of growth 

across the major developed economies. That said, these same central banks 

are working to gradually normalize (raise) interest rates.  

Domestically, first quarter economic growth is likely to come in a little below 

2% before picking up speed during the year and possibly into 2019 as well. This 

has been a fairly typical cyclical pattern for the past several years and indica-

tors point in that direction today. As we stated last quarter, we still anticipate 

GDP growth in 2018 to be somewhere in the 2.5% to 3% range for the full 

year, absent some significant policy error which jolts global economies.  

ASSET CLASS INDEX QUARTER YTD LAST 12 MOS 3 YRS 5 YRS 

STOCKS       

U.S. Large Cap Stocks S&P 500 Index -0.8% -0.8% 14.0% 10.8% 13.3% 

U.S. Mid Cap Stocks Russell Midcap Index -0.5% -0.5% 12.2% 8.0% 12.1% 

U.S. Small Cap Stocks Russell 2000 Index -0.1% -0.1% 11.8% 8.4% 11.5% 

Global Stocks MSCI All Country World Index -1.0% -1.0% 14.8% 8.1% 9.2% 

International Stocks MSCI EAFE Index -1.5% -1.5% 14.8% 5.6% 6.5% 

Emerging Markets Stocks MSCI Emerging Markets 1.4% 1.4% 24.9% 8.8% 5.0% 

BONDS            

Core U.S. Bonds Bloomberg Barclay's Aggregate Bnd -1.5% -1.5% 1.2% 1.2% 1.8% 

Interm. Treasury Bonds Bbg. Barclay's Intermediate Treas. -0.7% -0.7% -0.2% 0.4% 0.7% 

Short-term Bonds Bloomberg Barcap 1-5 Yr Gvt/Credit -0.5% -0.5% 0.2% 0.8% 0.9% 

Money Market/Cash US 3 Month T-Bill 0.4% 0.4% 1.2% 0.6% 0.4% 

OTHER            

Real Estate Dow Jones US REIT Index -5.9% -5.9% 0.1% 2.9% 6.3% 

Commodities Goldman Sachs Commodity Index 2.2% 2.2% 13.8% -4.2% -11.9% 

Source: Morningstar 
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The Federal Reserve (“the Fed”) has already hiked short-term interest rates 

once, and we think they will likely raise interest rates two or three more times 

in 2018 as unemployment falls and inflation picks up. Core measures of 

inflation are on track to hit and possibly exceed the Fed’s 2% target this year.  

Besides managing inflation, the Fed’s other mandate is to help maintain full 

employment. Unemployment has stabilized at around 4% and is expected to 

trend lower during the year as the effects of the December tax cuts work their 

way into the economy. The fiscal stimulus from 2018’s expected trillion dollar 

Federal budget deficit should help offset the economic cooling impact of rising 

interest rates. This gives the Fed more flexibility to normalize monetary policy 

(interest rates) as they prepare to deal with the next recession.  

In the weeks following the tax cut in late December, many stock analysts 

adjusted their expectations for future earnings upward. As a result, the S&P 

500 trades near average valuation levels based on forward earnings estimates. 

As we’ve noted before, analysts are often overly optimistic about future 

prospects, and stocks still look very expensive based on backward looking 

(historical) valuation metrics.  

With U.S. equity valuations very high, international stocks look relatively cheap 

by comparison, providing much more room for prices to rise over the next 

several years. Furthermore, global economic growth continues to look attrac-

tive and foreign central banks are working to ease up on the stimulus 

measures still in place.  

U.S. bond markets remain a difficult place to make money in the short-run. 

With interest rates poised to rise, investment grade bonds seem unlikely to 

provide more than low single-digit returns in the near-term. In order to 

maintain portfolio values in the face of rising interest rates, we continue to 

diversify across short- and intermediate-term bonds, as well as investment 

grade and non-investment grade bonds. Despite the potential for short-term 

volatility, intermediate-term bonds usually rise when stocks are falling. This 

ability to offset stock market losses makes them an important portfolio build-

ing block and a core holding across our balanced portfolios. Investors need to 

remember that while stocks rose and lost about 10% during the quarter, in 

absolute terms, bonds had one of their worst quarters in a very long time, yet 

only lost about 1%.  

Our Portfolios 
Our globally diversified portfolios held up reasonably well during the quarter, 

though our exposure to diversifying investments (not core stocks or bonds) 

again delivered mixed results. Our bond positions broadly outperformed the 

bond market during the quarter’s turbulence and our income diversifiers 

performed extremely well. Our international stocks also added value, as did 

our investments in faster growing companies (“growth stocks”). Income 

producing equity assets like consumer staples stocks, real estate and Master 

Limited Partnerships all suffered as interest rates rose during the quarter.  

Despite the difficulties of the first quarter, we believe that our portfolios are 

well positioned to generate returns late in the economic cycle, and to benefit 

from the current growth in the economy. More importantly, they should be 

able to withstand the ups and downs of a more volatile stock market.  

As always, we appreciate your confidence and welcome questions. 
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Global Stock Market Performance 
The chart below shows the change in global equity markets throughout the year. Juxtaposed over the market performance are some of the key events that occurred during the 

period. Sometimes as we get to the end of a volatile period, it’s difficult to look back and remember everything that happened along the way.  

“Nasdaq Crests 7000 

as Tech Giants Roar 

into 2018” 

“Oil prices Hit Three 

Year Highs on 

Growth, Geopolitics” 

“Eurozone Inflation Continues 

to Lag, Despite Robust  

Economic Growth” 

“US to Apply Tariffs 

on Chinese Imports, 

Restrict Tech Deals” 

                                 Jan       Feb                      Mar 

“China’s Economy Grows 

Faster Than Expected on 

Strong Demand for Exports” 

“US Imposes New Tariffs, 

Ramping Up America 

First Trade Policy” 

“Congress Passes 

Mammoth 

Spending Bill, 

Averts Shutdown” 

“US Service Sector 

Activity Hits 

Decade-High” 

“Inflation Starts to 

Make a Comeback” 

“EU Agrees on Brexit 

Transition Terms but 

Ireland Issue Remains” 

“US Stocks Surge, but 

Dow and S&P 500 

Fall for the Quarter” 

Returns in US dollars. Graph Source: Dimensional Fund Advisors, Morningstar. It is not possible to invest directly in an index. Performance shown does not reflect the expenses associated 

with management of an actual portfolio. Past performance is not a guarantee of future results. Selected headlines are not necessarily indicative of any impact they may or may not have had 

on the market.  

“Dollar Drops to 

Lowest Level Since 

December 2014” 

“Global Bonds 

Swoon as Investors 

Bet on Inflation” 

“Dow Industrials 

Plunge into 

Correction” 

“Home Sales Post Their 

Sharpest Drop in Three Years” 

“Fed Raises Rates and 

Signals Faster Pace in 

Coming Years” 


