
	

	

MARKET COMMENTARY 
2nd Quarter 2018 

 
The second quarter of 2018 witnessed the continuation of recent themes such as higher equity volatility and 
the flattening of the U.S. yield curve. However, new themes also developed that influenced markets over the 
last three months. The most significant of these themes were a slowdown in economic growth abroad and 
an increase in political risk, both from aggressive rhetoric around trade and the return of risk to the 
Eurozone project, as political groups in Italy struggled to form a coalition government. If domestic 
economic growth and corporate earnings continue their current trend, we believe it will be sufficient to 
counter the negative headlines and support equities in 2018. However, we also believe that the current 
growth cycle faces serious risks, and trade tensions escalating towards a worst-case scenario could derail the 
current positive trend.  

Flattening Yield Curve 

The Federal Reserve raised the target for the Fed Funds rate for the second time this year in June, and 
current expectations among officials are for another two interest rate hikes prior to year-end. The Fed is 
attempting to normalize policy as quickly as possible without creating too large of a disturbance in markets. 
The Fed’s preferred measure of inflation (Core Personal Consumption Expenditures) reached its target level 
of 2.0% this quarter, which likely means that there is a high bar for deviating from the current path of rate 
increases. Part of the Fed’s urgency in raising rates is a desire to have more ammunition for fighting the next 
recession. However, if the Fed moves too quickly, they risk causing a recession themselves. 

While the Fed can exercise direct control over short-term interest rates, they have less influence over long-
term rates, which generally reflect expectations for long-term economic growth. Since the end of 2015, the 
three-month U.S. Treasury rate has risen by 1.8%. Over the same time period, the ten-year rate has only 
risen by 0.6%, and the thirty-year rate has fallen slightly. This has resulted in a flattening of the yield curve, 
meaning short-term and long-term rates are close to the same level. We discussed this situation in detail in 
our most recent investment bulletin, which can be found on the Keel Point website, but in short, it is a 
potentially bearish signal for future economic growth. 

Keel Point portfolios have been allocated well for the current interest rate environment. Bond prices fall 
when interest rates rise, and overall, our fixed income allocation has slightly less exposure to interest rate 
movements than our benchmark, the Barclays Aggregate Bond Index. Also, for the positions where we do 
take interest rate risk, we have used long-term bonds. Since long-term rates have not risen like shorter-term 
rates, this has helped Keel Point’s portfolios relative to our benchmark. 

The changing interest rate environment has led to another intriguing story line for markets. The correlation 
between equities and bonds has been increasing. The low correlation in recent years between the two asset 
classes was highly beneficial for traditional stock and bond portfolios. However, the rising correlation 
between these two asset classes means that in order to create a fully diversified portfolio, one will need to 
include additional assets. While we still believe that fixed income will remain an important hedge for equity 
exposure, we also believe that alternative investments, despite having struggled in recent years, will play a 
valuable role in portfolios going forward.  

 



	

	

Figure 1 

 

     Source: Bloomberg 

In last quarter’s market commentary, we described the current environment as one where equity volatility 
and interest rates could rise together. When these events occur, equity and bond prices can fall at the same 
time, and having an allocation to conservative alternative investments can help protect portfolios. Keel 
Point uses Reinsurance, Managed Futures, Gold and hedge fund strategies in this segment of our portfolios. 
Each of these asset classes has low to negative correlation with equities and fixed income. 

Global Growth 

International equities have been challenged as growth outside of the U.S. appears to be stalling. In the 
second quarter of this year, the S&P 500 Index gained over 3%, while the MSCI EAFE (Europe, Asia and 
Far East) Index and the MSCI Emerging Markets Index lost 1% and 8%, respectively. The growing risk of a 
trade war has increased uncertainty and appears to be creating a slowdown in business activity.  The shift is 
illustrated by the Citi Economic Surprise Index for Major Economies. This index measures whether data 
releases are stronger or weaker than market expectations. After setting a record high at the end of 2017, the 
index has moved into negative territory this quarter, meaning that more data is coming in below 
expectations than above.  

Figure 2 

 
Source: Bloomberg 
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International markets have also faced increased political risk locally, particularly in Europe, as two anti-Euro 
parties gained power this year as part of a coalition government in Italy. Fears over the potential impact to 
the Eurozone roiled international markets in May, with International Equities losing over two percent and 
Emerging Markets falling over 3.5%. 

Domestically, growth in the United States has remained strong. The unemployment rate has touched lows 
not seen since the 1960’s, and while we did see Consumer Sentiment decline from the recent high set in 
March, the index is still trending higher. Also, significantly for equity markets, earnings growth for the S&P 
500 is on track to meet market expectations of ~20% growth over last year. 

The divergence in performance between U.S. and International markets led Keel Point’s Tactical Asset 
Allocation model to overweight domestic assets in recent months. The Tactical Strategy’s flexible risk 
mandate has helped it add value to Keel Point portfolios in 2018 and over the last twelve months. Keel 
Point benchmarks tactical strategies against a 60% equity and 40% fixed income portfolio as well as the 
Morningstar peer group. 

 Figure 3 

 

Dispersion in markets has created opportunities for active managers to outperform their passive 
benchmarks. As they did in the first quarter, Keel Point’s active managers continued to outperform their 
benchmarks in both equities and fixed income in the second quarter of 2018. As central banks withdraw 
stimulus from the markets over the next few years, we expect active managers to have additional 
opportunities. 

Adding to the struggles for International Equities, the U.S. Dollar has rallied 5% against a broad currency 
basket since the end of March. The sharp rise caught many investors wrong-footed and caused a significant 
depreciation of Emerging Market currencies, particularly those viewed as most vulnerable such as the 
Argentine Peso and the Turkish Lira. The rising Dollar has been driven by strong domestic growth and 
rising interest rates. As rates rise in the U.S., holding dollars becomes relatively more attractive compared 
with foreign assets.  

Trade 

Perhaps the most widely debated, and certainly one of the most significant risks to markets, is the potential 
for a global trade war. Trade tensions are a downside risk to growth and could create higher volatility in 
capital markets. It is worth noting that up to this point, much of the news around trade has been noise 
rather than substance. Even with the implementation of tariffs on $34 billion of Chinese imports on July 6, 
the tariffs that have been enacted up to this point are relatively small, only affecting approximately four 
percent of imports, and should not have a significant impact on growth. However, if current threats come to 
fruition and we do enter a trade war, growth will be hurt. Even the rhetoric alone could be damaging to 

Q1 Q2 YTD TTM
KP Tactical 1.1% 0.1% 1.3% 10.5%
60% ACWI / 40% AGG -1.0% 0.4% -0.7% 6.3%
Morningstar World Allocation -1.1% -0.1% -1.2% 5.4%
* KP Tactical returns are net of the blended composite fee



	

	

growth if it creates enough uncertainty and weakens business sentiment, which has been a strong source of 
growth since late 2016.  

Tariffs are, by their nature, inflationary. This means that not only is the risk to the economy that consumers 
are not prepared to absorb higher costs, but also that rising prices could lead the Fed to increase rates at a 
faster pace than expected, thus choking economic growth. The tensions around trade clearly represent a 
downside risk for markets. However, it is unclear how the situation will play out, and as we mentioned, at 
this point the actual enactment of tariffs has been limited. 

Outlook 

At the end of the first quarter, we stated that our optimism was rooted in a belief that consumer spending 
would remain strong in 2018. This comment was based on the strength of three indicators: consumer 
confidence, wage growth and unemployment. Halfway through 2018, all three of these indicators are strong, 
leading us to believe that consumer spending can continue to provide support for economic growth. In 
conjunction with strong consumer spending, we are constructive on corporate earnings, and expect year 
over year earnings growth in the second quarter for companies in the S&P 500 to be at least 20% for the 
second time this year. However, we do see the number of risks to the economy beginning to rise and expect 
the environment for equities to become more challenging. Now is an important time to reassess your goals 
and review your portfolio with your advisor. The last nine years have been an enjoyable ride for investors, 
however, this is not necessarily the normal experience. As we mentioned in our February investment 
bulletin, the average intra-year correction for the S&P 500 is approximately 14%. We expect this to be more 
indicative of what investors will experience in the next few years as we move later into this economic cycle 
and the Federal Reserve becomes a less active participant in markets. 

   

This material is distributed for informational purposes only. The investment ideas and expressions of opinion may contain certain forward 
looking statements and should not be viewed as recommendations, personal investment advice or considered an offer to buy or sell specific 
securities. Data and statistics contained in this report are obtained from what we believe to be reliable sources including Bloomberg but 
their accuracy, completeness or reliability cannot be guaranteed. An index is an unmanaged weighted basket of securities generally 
representative of a certain market or asset class. An investment cannot be made directly in an index. Our statements and opinions are 
subject to change without notice and should be considered only as part of a diversified portfolio. No conclusion should be drawn from any 
chart, graph or table that such illustration can, in and of itself, predict future outcomes. You may request a free copy of Keel Point's Form 
ADV Part 2, which describes, among other items, risk factors, strategies, affiliations, services offered and fees charged.  

Past performance is not an indication of future returns.  

Securities offered through Keel Point Capital, LLC, Member FINRA and SIPC. Investment Advisory Services are offered by Keel 
Point, LLC an affiliate of Keel Point Capital. Keel Point does not give tax, accounting, regulatory, or legal advice to its clients. The 
effectiveness of any of the strategies described will depend on your individual situation and on a number of complex factors. You should 
consult with your other advisors on the tax, accounting, and legal implications of these proposed strategies before any strategy is 
implemented. 


