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OUR	MISSION	
Smith  Shellnut  Wilson  is  a  registered  investment  adviser*  specializing  in  managing 
investment  portfolios  for  banks,  individuals,  corporations,  foundations  and  public 
entities.  Smith  Shellnut Wilson  offers  its  clients  skilled  investment  management  and 
unremitting client service. Smith Shellnut Wilson is dedicated to the premise that client 
relationships and performance, not transactions, are the ultimate goals.

I. Second‐Quarter	Stock	Market	
Review	

Mid-year is always a good time to assess what’s 
happened so far in the year, as well as the factors 
that may influence the rest of the year. This year will 
likely go down as a year of transition. Volatility in 
the stock market has picked up significantly, while 
inflation and interest rates have risen, signaling an 
expanding economy. Additionally, there have been 
changes at the Federal Reserve, including a new Fed 
Chairman and the implementation of a plan to 
reduce the Fed’s balance sheet by not reinvesting an 
increasing amount of maturing Treasury and 
mortgage bonds. Market participants view this plan 
as a positive indicator that the most influential 
central bank in the world would like to return to a 
more normal environment for the first time since the 
2007-2009 financial crisis/recession. 

The second quarter delivered better returns and was 
much less volatile than the first quarter. Last year 
was the least volatile year in the history of the 
markets, so it was not a surprise that a pick-up in 
volatility was inevitable. 
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In terms of positives for the market going forward, there 
are several: 

 Corporate profits (which factor into stock prices)
will likely be up 20% this year, relative to last year’s
earnings.

 Consumer confidence and small business optimism
are both at very high levels.

 The unemployment rate is among the lowest in the
last 50 years.

 Leading Economic Indicators continue to be strong,
showing no signs of recessionary pressure in the
next 12 months.

However, there are developments about which to be 
concerned, as well: 

 Trade wars and higher import taxes among
developed markets and emerging markets have the
potential to cause a global economic slowdown.

 Higher gas prices, as we approach the summer
travel season, will reduce consumer discretionary
spending on other items.

 Rising budget deficits in a period of economic
prosperity will put incremental upward pressure on
interest rates and borrowing costs.

In a sign of the times, General Electric, an original 
member of the DJIA in 1896 and a continuous member 
since 1907, was replaced in this iconic index by 
Walgreens. Our economy is constantly changing, and 
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the DJIA has tried to reflect those changes by 
adding companies like Apple, Home Depot and 
McDonald’s. 

In terms of recent market performance, the 
second quarter results were a mixed bag, with 
domestic stocks rising but international stocks 
declining. The proxy for U.S. large company 
stocks (S&P 500) was up 3.4%, while the Russell 
Mid-Cap index rose 2.8%, and the Russell Small-
Cap index was by far the best performer, 
returning 7.8%. International stocks in 
developed markets of Europe and Japan, as 
measured by the MSCI EAFE index, declined 
1.2%, while the MSCI Emerging Markets 
benchmark (most impacted by trade war 
concerns) declined by 8.0%. 

For the year-to-date period through June 30, the 
broad U.S. stock market (Russell 3000 Index) 
outperformed non-U.S. stocks (MSCI All Country 
World Ex U.S. Index), with the former generating 
a 3.2% return while the latter declined by 3.8%. 

No one can accurately predict how the second 
half of the year will play out; however, as long 
as corporate earnings continue to be strong, 
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U.S. markets are poised to deliver reasonable 
returns this year despite relatively high valuation 
multiples. Trade wars can be very serious, given the 
virtual cycle of retaliation by many countries. If 
world leaders can sit down at the table and hammer 
out some fair-trade agreements, markets could get 
back on track; however, until this happens, the 
issue of tariffs and import taxes will be a black 
cloud over global markets. 

II. Second‐Quarter	Bond	Market
Recap

Most fixed-income indexes declined over the 
course of the second quarter as interest rates 
continued to rise and investment-grade corporate 
credit spreads widened. However, with its shorter 
duration and higher correlation to economic 
growth, the high-yield sector was one of the few 
sectors that registered gains over the quarter. 

During the second quarter, the yield on the 2-year 
Treasury note rose another 26 basis points on top 
of the 38 basis-point increase in the first quarter. 
At 2.53%, the 2-year is trading at its highest yield 
level since August 2008. The yield on the 5-year 
Treasury note rose 18 basis points to 2.74%, which 
rivals its highest yield since 2010. At the long end 
of the curve, the yield on the 10-year Treasury rose 
12 basis points to 2.86%. The yield on the 10-year 
briefly broke through the psychological ceiling of 
3% but was quickly driven back down as concerns 
about a possible global trade war drove a flight to 
safety. At the longest end of the curve, the 30-year 
rose only 2 basis points during the quarter to 
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2.99%. As short-term rates have continued to 
rise faster than long-term rates, the spread 
between the 2-year Treasury and the 10-year 
Treasury has compressed to 33 basis points, 
representing the flattest the yield curve has 
been since the fall 2007. 

A further uptick in inflation during the second 
quarter has kept the Fed on a steady path to 
“normalizing” monetary policy, as would be 
evidenced by a positive real (inflation-adjusted) 
fed funds rate. With two 25 basis-point rate 
hikes under its belt so far this year, it is widely 
expected that the Fed will raise rates another 
two times in the second half of the year and 
three additional times in 2019, leaving the 
effective funds rate at 3.125% by the end of next 
year. 

Bar chart data in brown indicates Bloomberg Consensus 
estimates 

III. The	Longest	Expansion	Ever?

The U.S. economy picked up steam last quarter 
as tax cuts powered consumers and businesses. 
Yet risks are mounting that the momentum may 
be short-lived. 

The housing market is struggling to build on its 
progress thanks to supply constraints and 
soaring property values. Manufacturing is 
coming off the boil amid lengthening order 
backlogs and accelerating input prices, 
particularly for oil and partly due to tariffs on 
metals. On top of that, President Donald Trump 
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has brought the U.S. to the verge of a trade war with 
China that could see levies on hundreds of billions 
of dollars in goods. 

It all amounts to increasing headwinds to economic 
growth that has a fair shot this past quarter at 
reaching 4%, which would represent the fastest pace 
since 2014. While the Trump administration said 
such strength makes it a good time to tighten the 
screws on U.S. trading partners, especially China, 
markets are giving a less sanguine judgment, while 
economists caution that prolonged pain from trade 
will complicate the path for companies and 
consumers. 

With the U.S. economy about to enter its 10th year of 
expansion -- a time where growth typically faces 
hurdles in reaching new heights -- any slowdown 
would arrive just as the rest of the world also shows 
signs of losing steam. 

U.S. growth “is close to a peak” and momentum will 
be “cooling from here,” according to Gregory Daco, 
head of U.S. macroeconomics at Oxford Economics 
in New York. The trade risks “come at a point when 
the economy itself is in the late stage of the business 
cycle, it’s already close to capacity, where you can’t 
easily substitute for imports, and businesses are 
worried about trade tensions.” 

Further clouds arrived in data showing mixed 
progress on housing in May. While groundbreaking 
on homes jumped to the highest level in more than 
a decade, it was largely due to a surge in the 
Midwest and helped by conducive weather. Permits 
-- a proxy for future construction – fell for a second 
straight month. 

“The pace of permit issuance is much less sensitive 
to the weather than starts, and it usually reflects the 
pace of new home sales, which we think have now 
peaked for this cycle,” Ian Shepherdson, chief 
economist at Pantheon Macroeconomics, wrote after 
the housing report was released. 
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 Federal Reserve officials, too, are taking note of the 
trade tensions. While Chairman Jerome Powell 
recently opined that the economy was in ‘great 
shape,” and that trade developments weren’t 
having an impact yet on data, other Fed officials 
have expressed concern about rising risks to the 
economic outlook. 

The Atlanta Fed’s GDPNow tracking estimate for 
the second quarter stands at 4.7%, following a 
reported 2.2% growth pace in the prior three 
months. Retail sales rose in May by the most in six 
months, a sign that consumer spending, which 
accounts for about 70% of the economy, is on solid 
ground amid lower taxes, elevated confidence and 
strong hiring. 

While hardly anyone expects the rate of expansion 
to hold at second-quarter levels, various 
headwinds make such rapid gains even less likely 
in the future. The International Monetary Fund has 
said that the U.S. tax cuts will only give a temporary 
boost to the economy – a conclusion disputed by 
the Trump administration, which forecasts 
sustained growth of 3%. 

Manufacturing, while still expanding at a solid 
pace, has cooled from levels reached in late 2017 
and early 2018, according to surveys from the 
Institute for Supply Management. The gauges 
reflect a pickup in prices for materials and a jump 
in order backlogs, which rose in May by the most 
in 14 years. One bright spot for manufacturers, 
vehicle production, may also be affected as Trump 
has threatened to impose automobile tariffs. 

While there’s little chance of sudden deceleration 
in the current U.S. expansion, there’s potential for 
additional shocks from trade policy in 2019, and 
cooling global growth also means less of a buffer 
for America, while global debt levels remain at all-
time highs. 

Even still, U.S. monetary policy remains 
accommodative, as the “real” or inflation-adjusted 
fed funds rate remains below zero, providing 

support for the economy and the markets, while 
the European Central Bank, the Bank of Japan, 
the Reserve Bank of Australia, and the People’s 
Bank of China also maintain a gradual approach 
to monetary policy normalization.  

Official forecasts are for GDP growth of 2.8% in 
2018, decelerating to 2.4% in 2019 and 2.0% in 
2020, while private forecasters foresee a 
similar, but somewhat lower, trajectory. If the 
U.S. economy stays afloat at anywhere near 
those projected levels, this expansion will go 
down in the history books as the longest on 
record. 

The source of the information in this commentary is SSW and 
Bloomberg Research unless otherwise noted.
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Economic growth and the composition of GDP

Real GDP
Year-over-year % change
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The length and strength of expansions

Length of economic expansions and recessions Strength of economic expansions
Cumulative real GDP growth since prior peak, percent

Prior expansion peak
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Average length (months): 108 
months*
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Labor market perspectives

Employment – Total private payroll
Total job gain/loss, thousands

Labor force participation rate decline since 2007 peak*
Population employed or looking for work as a % of total, ages 16+

Net job creation since February 2010 
Millions of jobs
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Source: BLS, FactSet, J.P. Morgan Asset Management.
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Personal Consumption Expenditure (PCE) deflator employs an evolving chain-weighted basket of consumer expenditures instead of the fixed-
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Guide to the Markets – U.S. Data are as of June 30, 2018.

Ec
on

om
y

50-yr. avg. May 2018

Headline CPI 4.0% 2.7%

Core CPI 4.0% 2.2%

Food CPI 4.0% 1.2%

Energy CPI 4.5% 11.0%

Headline PCE deflator 3.5% 2.3%
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Civilian unemployment rate and year-over-year wage growth for private production and non-supervisory workers
Seasonally adjusted, percent
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FOMC June 2018 forecasts 
Percent

2018 2019 2020 Long 
run

Change in real GDP, 4Q to 4Q 2.8 2.4 2.0 1.8

Unemployment rate, 4Q 3.6 3.5 3.5 4.5

PCE inflation, 4Q to 4Q 2.1 2.1 2.1 2.0

Source: Bloomberg, FactSet, Federal Reserve, J.P. Morgan Asset Management.
Market expectations are the federal funds rates priced into the fed futures market as of the date of the June 2018 FOMC meeting.
Guide to the Markets – U.S. Data are as of June 30, 2018.

Federal funds rate expectations
FOMC and market expectations for the fed funds rate
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Municipals: Muni Bond 10-year; High Yield: Corporate High Yield; TIPS: Treasury Inflation Protection Securities (TIPS); Floating Rate: FRN (BBB); 
Convertibles: U.S. Convertibles Composite. Yield and return information based on bellwethers for Treasury securities. Sector yields reflect yield to 
worst. Convertibles yield is based on US portion of Bloomberg Barclays Global Convertibles. Correlations are based on 10-years of monthly returns 
for all sectors. Change in bond price is calculated using both duration and convexity according to the following formula: New Price = (Price + (Price * -
Duration * Change in Interest Rates))+(0.5 * Price * Convexity * (Change in Interest Rates)^2). Chart is for illustrative purposes only. Past 
performance is not indicative of future results. 
Guide to the Markets – U.S. Data are as of June 30, 2018.
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IG corps

U.S. Aggregate

MBS

U.S. HY

Floating rate
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30y UST

10y UST

5y UST

TIPS

2y UST
U.S. Treasuries 6/30/2018 12/31/2017 2018

YTD
Avg.

Maturity
Correlation 
to 10-year

Correlation 
to S&P 500

   2-Year 2.52% 1.89% -0.02% 2 years 0.68 -0.34

   5-Year 2.73% 2.20% -1.07% 5 0.92 -0.28

   TIPS 0.74% 0.44% -0.02% 10 0.54 0.27

   10-Year 2.85% 2.40% -2.67% 10 1.00 -0.29

   30-Year 2.98% 2.74% -3.40% 30 0.93 -0.31

Sector

   Convertibles 5.21% 6.35% 5.88% - -0.27 0.88

  Floating Rate 3.08% 2.05% 1.15% 3.3 -0.18 0.39

   High Yield 6.49% 5.72% 0.16% 6.1 -0.21 0.71

   MBS 3.41% 2.91% -0.95% 7.5 0.81 -0.11

   Broad Market 3.29% 2.71% -1.62% 8.4 0.86 0.05

   Municipals 2.63% 2.26% -0.72% 9.9 0.53 -0.03

   Corporates 4.02% 3.25% -3.27% 10.9 0.47 0.35

Yield Return
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S&P 500 valuation measures

Source: FactSet, FRB, Robert Shiller, Standard & Poor’s, Thomson Reuters, J.P. Morgan Asset Management. 
Price to earnings is price divided by consensus analyst estimates of earnings per share for the next 12 months as provided by IBES since December 
1989, and FactSet for June 30, 2018. Average P/E and standard deviations are calculated using 25 years of FactSet history. Shiller’s P/E uses 
trailing 10-years of inflation-adjusted earnings as reported by companies. Dividend yield is calculated as the next 12-month consensus dividend 
divided by most recent price. Price to book ratio is the price divided by book value per share. Price to cash flow is price divided by NTM cash flow. EY 
minus Baa yield is the forward earnings yield (consensus analyst estimates of EPS over the next 12 months divided by price) minus the Moody’s Baa 
seasoned corporate bond yield. Std. dev. over-/under-valued is calculated using the average and standard deviation over 25 years for each measure. 
*P/CF is a 20-year average due to cash flow data availability.
Guide to the Markets – U.S. Data are as of June 30, 2018.

S&P 500 Index: Forward P/E ratio

Eq
ui

tie
s

Current: 
16.1x

Valuation 
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25-year 
avg.*

Std. dev. 
Over-/under-

Valued

P/E Forward P/E 16.1x 16.1x 0.0

CAPE Shiller’s P/E 32.1 26.6 0.9

Div. Yield Dividend yield 2.1% 2.0% -0.2

P/B Price to book 3.0 2.9 0.1

P/CF Price to cash flow 12.0 10.7 0.7

EY Spread EY minus Baa yield 1.4% -0.2% -0.8

25-year average: 16.1x

+1 Std. dev.: 19.3x

-1 Std. dev.: 12.9x
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Source: FactSet, MSCI, Standard & Poor’s, J.P. Morgan Asset Management.
All return values are MSCI Gross Index (official) data. 15-year history based on U.S. dollar returns. 15-year return and beta figures are calculated for 
the time period 12/31/02-12/31/17. Beta is for monthly returns relative to the MSCI AC World Index. Chart is for illustrative purposes only. Please see 
disclosure page for index definitions. Countries included in global correlations include Argentina, Australia, Austria, Brazil, Canada, China, Colombia, 
Denmark, Finland, France, Germany, Hong Kong, India, Italy, Japan, Korea, Malaysia, Mexico, Netherlands, New Zealand, Peru, Philippines,
Portugal, Spain, South Africa, Taiwan, Thailand, Turkey, UK and the U.S. Past performance is not a reliable indicator of current and future results.
Guide to the Markets – U.S. Data are as of June 30, 2018.

Global equity markets

Weights in MSCI All Country World Index
% global market capitalization, float adjusted

Global equity market correlations
Rolling 1-year correlations, 30 countries
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Local USD Local USD Ann. Beta

Regions

U.S. (S&P 500)        - 2.6        - 21.8 9.9 0.85

AC World ex-U.S. -0.9 -3.4 18.8 27.8 9.2 1.12

EAFE -0.6 -2.4 15.8 25.6 8.6 1.08

Europe ex-UK -0.5 -3.4 14.5 27.8 9.4 1.24

Emerging markets -2.7 -6.5 31.0 37.8 12.7 1.29

Selected Countries

United Kingdom 1.4 -1.0 11.8 22.4 7.1 1.03

France 3.6 0.7 14.1 29.9 8.8 1.26

Germany -4.1 -6.8 12.9 28.5 11.5 1.39

Japan -3.5 -1.8 20.1 24.4 7.2 0.74

China -1.4 -1.7 55.3 54.3 16.2 1.25

India -0.7 -7.5 30.5 38.8 14.9 1.38

Brazil -3.9 -17.2 26.9 24.5 15.8 1.61

Russia 11.0 3.0 1.2 6.1 8.8 1.57

Returns 2018 YTD 2017 15-years

July 2018 ECONOMIC AND MARKET GRAPHS
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