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Economic Update 

The final reading on growth for the 1st 

quarter came in at 2%. While this is an 

improvement over 1st quarter numbers in 

years past, it is still below the 3% level 

that most economists were expecting. 

Growth picked up in the 2nd quarter; esti-

mates call for GDP to rise by 3.5% to 4%. 

Global growth remains good, but rising 

trade tariffs will likely dampen growth in 

the second half of 2018. A slowdown is 

already occurring in Europe and China 

could see a drop in GDP. On a more posi-

tive note, developing economies in Latin 

America and Asia are still showing signs 

of higher growth. 

The level of U.S. growth expected for the 

2nd quarter might be short lived. Growth 

has been boosted by tax cuts for business-

es and by deregulation. All sectors of the 

economy are showing positive results: ser-

vices, housing, manufacturing and energy 

all remain strong in the face of rising short

-term interest rates. Tax cuts and deregula-

tion should have a lasting effect on the 

economy but are being offset by consump-

tion, which continues to be somewhat 

lackluster, growing at less than 2.5% over 

the previous 12-month period. Increased 

trade barriers will also have a negative 

impact on the economy over the last half 

of the year; we estimate that growth will 

slow down to the 2.5% to 3% range. 

Employment continues to power forward. 

The economy produced more than 

200,000 net new jobs per month during 

the 2nd quarter. Job gains have been 

strong across all sectors of the economy. 

As the economy gains momentum the la-

bor force participation rate starts to in-

crease. Increased labor participation 

caused the widely followed official gov-

ernment unemployment number (U3) to 

tick up to 4% in June. The more accurate 

U6 number which includes discouraged 

workers is considerably higher at 7.8%. If 

the economy remains strong, both gauges 

of unemployment will fall. As for wages, 

they are still growing just north of 2%, 

barely keeping pace with inflation. How-

ever, wages have shown a slight uptrend 

so far this year. 

As for inflation, it remains mixed with 

producer prices increasing somewhat 

higher than consumer prices. Producer 

prices are growing at close to 3%, whereas 

consumer prices are growing just above 

2%. We expect wholesale inflation will be 

passed on to the consumer before year-

end, causing an uptick in consumer prices. 

This in turn will cause short term interest 

rates to rise. 

Due to a strong labor market and expected 

higher inflation, the Fed will most likely 

hike short term interest rates an additional 

2 times this year, bringing the Fed Funds 

rate to about 2.5%. An additional 2 to 3 

rate increases are expected next year. That 

said: will the Fed over shoot on the upside 

and push us into recession? As you know 

from reading our past thoughts, we follow 

the treasury yield curve very closely. In 

their most recent minutes the Fed dismiss-

es the flattening yield curve, saying “It’s 

not a major concern”. We disagree. The 

current spread of 2-year to 10-year treas-

uries is less than .3%. The 3 months to 10- 

year spread is currently less than 1% (see 

the yield curve graph on page 2). These 

are the lowest levels since 2008. Begin-

ning with the recession of 1960, when 

yield curve spreads have reached these 

levels, a recession has followed 7 out of 7 

times. 

It usually takes 12 to 18 months for a re-

cession to begin after the yield curve in-

verts. Therefore, we do not believe a re-



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

“It is never too 

late to be what you 

might have been.” 

 

George Eliot 
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The first half of 2018 ended with the 

DOW down 1.81% year-to-date while the 

S&P 500 turned in a slight gain of 1.67%. 

Keep in mind that the S&P 500 Index is a 

market-cap weighted index meaning the 

highest priced stocks with the most out-

standing shares carry the most weight in 

calculating the S&P 500’s return. An ex-

ample is that the top four stocks in the 

S&P 500 Index made up 86% of the S&P 

500’s return year-to-date.; four higher 

priced stocks made up 86% of the return! 

Wow. Meanwhile, the DOW had its worst 

first half performance since 2010. No 

wonder returns were all over the place. 

Especially in this market, how much risk 

is a person willing to assume in return for 

a possible higher return? 

The three top performing sectors year-to-

date are Consumer Discretionary 

(+10.81%), Information Technology 

(+10.17% [this is the sector where the four 

companies came from]) and Energy 

(+5.27%). The bottom three are Telecom-

munications (-10.81%), Consumer Staples 

(-9.93%) and Industrials (-5.60%). The 

Industrial sector could possibly feel the 

most pain if the tariff war continues. 

We are concerned if the tariff bantering 

continues for any extended period. It 

makes all equity markets worldwide very 

nervous. As we mentioned earlier, we are 

also closely watching the yield curve and 

the rate of interest rate hikes by the Feder-

al Reserve.  

Market  Update  

cession is imminent, but if the past is any 

indication, we could see a recession by late 

2019 to early 2020.  

That said, we remain cautiously optimistic 

in the near term. Our hope is that cooler 

heads prevail in the current trade dispute 

and that the Fed doesn’t over shoot the Fed 

funds rate. 

U.S. Treasury Yield Curve 
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Facts & Figures 

 

• The sun and the moon appear to be the same size in the sky because of an 

astonishing coincidence: the moon is 400 times smaller but 400 times clos-

er. 

• For every human on Earth, there are 1.6 million ants. 

 

• A man named Tsutomu Yamaguchi was on a business trip in Hiroshima 

when the atomic bomb was dropped. He was wounded, but returned to his 

hometown of Nagasaki, where the very next day the second atomic bomb 

was dropped. He survived both blasts and lived to 93. 

 

Presidential Oddities –  

 

• George Washington’s false teeth were not made of wood. They were made 

of other people’s teeth. 

 

• Herbert Hoover’s White House staff had to hide from him. President Her-

bert Hoover insisted that his staff never see him – and he didn’t want to see 

them either. 
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Now what? Stay with the more de-

fensive sectors, i.e., Consumer Sta-

ples, Utilities and Telecommunica-

tions. Stay short-term on your bond 

purchases. Don’t chase yield by pur-

chasing lower quality corporate 

bonds. Stay shorter-term on the ma-

turity and roll them 3-6 months out 

as they mature. As interest rates rise, 

you will pick up a higher yield as 

they mature. We prefer using Treas-

uries that have zero credit risk and 

the short-term maturity will substan-

tially curb the interest rate risk. We 

are not suggesting going all Treasur-

ies in a portfolio with no equity ex-

posure, but it is a place to earn a de-

cent yield on cash with little risk. 


