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VOLATILITY REMAINS INTEREST RATES RISING SMALL STOCKS OUTPERFORM ECONOMIC GROWTH STEADY
U.S. stocks recovered somewhat from The Federal Reserve raised overnight Stocks of smaller companies soared, The current expansion hit nine years,
last quarter’s correction, though trade rates to 1.75% and are on track to hit largely on lower taxes and minimal the second longest since 1945. Ana-
tensions remain a concern. 2.25% by year-end. global trade impact. lysts expect 3% growth in 2018.

Quarter In Review the concerns of global multi-nationals. At the same time, they also tend to

Markets rebounded somewhat from the 10% correction during the first benefit from strong domestic growth and are up 7.8% for the quarter.

quarter but gains have come in fits and starts during the second quarter of
2018. Investor angst over trade has grown as tit-for-tat tariff threats have
roiled capital markets. A successful Korean summit in Singapore, which
somewhat eased concerns of war on the peninsula, has been offset by the
announcement of trade tariffs against long-time allies (Canada, Mexico, and
the European Union) and adversaries (China) alike. Investor emotions have
been whipsawed during the quarter, even as corporate profits continue to
grow as a result of the large corporate tax cut passed last December.

International stocks have had a tougher time as a strengthening dollar has
eaten away at returns for U.S. investors in overseas companies. Stocks of
companies in developed countries are down about -1.2% for the quarter and
-2.7% year-to-date. Trade fears and a rising dollar have had an even bigger
impact on emerging markets stocks, off -8.0% for the quarter and -6.7% for
the year. Currency hedges were once again helpful in offsetting the rising
dollar.

The stock market volatility has been accompanied by choppy fixed income
markets as well. The Federal Reserve has raised short-term interest rates
twice so far this year and has indicated a bias toward two more in the second
half of the year. The good news is that money markets (and some bank

The S&P 500 was up 3.4% during the second quarter, bringing large company
stocks back above the break-even mark for the year. Smaller U.S. companies
tend to be less exposed to oversees operations and are thus less affected by
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longer-term bonds have suffered. The 10-year Treasury has risen from 2.46% As we head into the second half of 2018, we remain optimistic about the
in January to 2.85% at the end of the quarter. As a result of rising interest

rates, intermediate bonds are off about -1.6% year-to-date.

accounts) are earning higher income. The bad news is that intermediate and

economy and the markets, at least in the near-term. As the U.S. economy
enters it’s tenth year of expansion (the recession officially ended in June of
2009), measures of economic activity remain sound and point to stronger

Commodities have been the clear winner for the past 12 months, driven by a ) ) ) ] .
growth. The stimulus provided by last year’s tax cuts continues to gain traction

steady rise in the price of oil and the strength of the U.S. dollar. Accelerating
growth and low interest rates have also benefitted REITs, up almost 8% for
the quarter. Master Limited Partnerships (MLPs) also had strong gains during

as employment, manufacturing and service sector statistics paint a picture of
strong growth for the remainder of the year.

the quarter, up 11.8%.

Despite the first quarter’s modest growth of 2.2%, Gross Domestic Product
(GDP) is expected to accelerate to around 3% this year before slowing back to
the recent trend of around 2% per year by 2020. In terms of economic funda-

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

U.S. Large Cap Stocks S&P 500 Index 3.4% 2.6% 14.4% 11.9% 13.4%
U.S. Mid Cap Stocks Russell Midcap Index 2.8% 2.3% 12.3% 9.6% 12.2%
U.S. Small Cap Stocks Russell 2000 Index 7.8% 7.7% 17.6% 11.0% 12.5%
Global Stocks MSCI All Country World Index 0.5% -0.4% 10.7% 8.2% 9.4%
International Stocks MSCI EAFE Index -1.2% -2.7% 6.8% 4.9% 6.4%
Emerging Markets Stocks MSCI Emerging Markets -8.0% -6.7% 8.2% 5.6% 5.0%
BONDS

Core U.S. Bonds Bloomberg Barclay's Aggregate Bnd -0.2% -1.6% -0.4% 1.7% 2.3%
Interm. Treasury Bonds Bbg. Barclay's Intermediate Treas. 0.1% -0.7% -0.8% 0.6% 1.0%
Short-term Bonds Bloomberg Barcap 1-5 Yr Gvt/Credit 0.2% -0.3% -0.2% 0.8% 1.1%
Money Market/Cash US 3 Month T-Bill 0.5% 0.9% 1.5% 0.7% 0.5%
OTHER

Real Estate Dow Jones US REIT Index 7.8% 1.4% 5.2% 8.9% 8.6%
Commodities Goldman Sachs Commodity Index 8.0% 10.4% 30.0% -4.4% -9.4%

Source: Morningstar
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mentals, there appear to be three main catalysts which could derail this story:
interest rates, trade and employment.

Over the past three years, the Federal Reserve has raised its Fed Funds target
rate from 0.25% to 1.75% - 2% today and is on record as expecting two more
hikes (to 2.25%) this year. The primary reason the Federal Reserve (“Fed”)
uses interest rates as a monetary policy tool is that higher interest rates act as
a brake to slow down growth, which also cools inflation. With inflation gauges
exceeding Fed targets, it seems clear they will continue to raise interest rates.
It’s a difficult balancing act, and one of our main concerns is that the Fed has
rarely managed to slow growth without also creating a recession in the pro-
cess.

A second catalyst would be trade. Markets sold off in January largely over
tariffs and the potential for significant damage to existing global trade rela-
tionships. Investors have become nervous about the potential for tariffs and
retaliatory tariffs to spiral out of control into a full blown trade war, possibly
on multiple fronts (China, NAFTA, EU). This would result in lost jobs and higher
prices across many sectors, putting a damper on growth, investment and
confidence. So far, the worst fears have not yet been realized, but that could
change quickly.

A final concern is a lack of qualified workers. For the first time since economic
records have been kept, reports in April showed more job openings than there
were unemployed workers. If companies feel constrained by a lack of qualified
candidates for new jobs (as has been widely reported), then they may delay
plans for new projects which can also stifle growth. Current immigration
policies designed to limit the flow of new workers could exacerbate this trend.

Globally, dollar strength has cut into investment prospects more than antici-

pated, but valuations overseas remain more attractive than in the U.S.

Our Portfolios

Although we feel a recession in the coming years may be likely, it’s nearly
impossible to determine when that might occur or how far in advance markets
could sell-off once it does happen. Other alternative outcomes are also possi-
ble, including additional debt-fueled fiscal stimulus to head off an economic
decline.

As with last quarter, our portfolios held up fairly well given the choppy mar-
kets. Our exposure to diversifying investments (not core stocks or bonds)
delivered mixed results. Our bond positions broadly outperformed the bond
market during the quarter’s turbulence and our income diversifiers performed
extremely well. Our investments in faster growing companies (“growth
stocks”) performed well, as would be expected late in the economic cycle.

The low volatility that defined 2017 does seem to be a thing of the past, so our
portfolios remain broadly diversified and positioned for rising interest rates as
well as continued growth. We continue to believe that our portfolios are well
positioned to generate returns late in the economic cycle, and to benefit from
the current acceleration of growth in the economy. More importantly, they
should be able to withstand the ups and downs of a more volatile stock
market and bond markets.

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.
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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
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