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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. Third‐Quarter	Equity	Markets	
Recap	

While the news flow during the third quarter of 2018 
was wildly volatile, including the narrative on trade 
policy that seemed to shift by the day, you’d never 
know it to look at the U.S. stock market, which rose 
broadly and resumed 2017’s trend of steady gains 
with limited volatility. 

In contrast to the second quarter, when basically 
every asset class underwent steep gains throughout 
the period, the mood seemed far calmer in the third 
quarter, which represented one of the strongest 
quarters for major U.S. indexes in years. While other 
asset classes and regions didn’t fare as well, the 
general tone on Wall Street was a positive one, as 
highlighted by all three major indexes hitting record 
levels, including the Dow Jones Industrial Average, 
which ended a lengthy drought of range-bound 
trading. 
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In a measure of how anxiety seemed to fade in the third 
quarter, the Chicago Board Options Exchange Volatility 
Index dropped more than 19% over the period, its 
biggest quarterly percentage decline since the first 
quarter of 2016. Daily moves were also muted; the S&P 
500 didn’t have a single session in the quarter where it 
closed with a 1% move, either up or down. 

However, the tone wasn’t as positive overseas, where 
the prospect of a trade war between the U.S. and other 
major economies was seen as a bigger threat. In 
addition, shares in Europe struggled amid heightened 
political uncertainty, including the UK’s ongoing 
negotiations to exit from the European Union and Italy’s 
budget woes. 

Very strong earnings growth and a range of 
encouraging economic readings (including sub-4% 
unemployment, multiyear highs in wage growth and 
rising consumer confidence) provided the fuel that 
pushed domestic stocks to outpace global markets 
during the quarter. 
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The following table shows the price moves for 
major stock indexes and regions during the 
quarter. 

The S&P gain for the quarter was its biggest such 
advance since the fourth quarter of 2013. Both 
the S&P and the Dow have risen in 11 of the past 
12 quarters, while the Nasdaq posted its ninth 
straight quarterly gain. 

In the U.S., the market’s move was broad-based. 
Of the 11 S&P 500 sectors, 8 ended the quarter 
in positive territory, based on price moves. 

The sector performance comes with an 
asterisk, however, as the third quarter included 

Index/ETF
Price Move Over 

the Quarter

Dow Jones Industrial Average +9%

S&P 500 Index +7.2%

Nasdaq Composite Index +7.1%

Russell 2000 Index +3.3%

Stoxx Europe 600 Index +0.9%

NIKKEI 225 Index +8.1%

Hang Seng Index ‐4%

Vanguard Emergeing Markets ETF ‐2.8%

Sector
Price Move Over 

the Quarter

Utilities +1.5%

Communications Services +8.4%

Materials ‐0.1%

Information Technology +8.5%

Industrials +9.5%

Health Care +14%

Financials +3.9%

Energy ‐0.1%

Consumer Staples +4.9%

Real Estate ‐0.02%

Consumer Discretionary +7.8%

the debut of the communications services 
sector, an industry group that was compiled by 
shifting major companies into a new group. 
The communications services sector replaces 
the telecommunications group and includes 
not only telecom stocks, but also names that 
had previously been classified as technology 
companies (including Facebook and Google-
parent Alphabet), and others that had been in 
the consumer-discretionary group, like Netflix 
and Walt Disney. The performance of all three 
sectors—tech, discretionary and 
communications—were impacted by the 
change. 

II. Third‐Quarter	Commodities
and	Bond	Market	Recap

Many commodities groups fell during the 
quarter, with precious metals seeing particular 
weakness. Gold fell for a second straight 
quarter, as did silver. Crude oil fell modestly, 
but it remains sharply higher for the year. 

U.S. bond markets were broadly unchanged 
for the quarter. Longer-dated bonds saw the 
weakest performance during the quarter. 
Much of the trading was driven by 
expectations surrounding Federal Reserve 
policy; the U.S. central bank raised interest 
rates a quarter-point at its September 
meeting, and it is expected to do so again in 
December. Expectations are for a further 2 

Commodity
Price Move Over 

the Quarter

Gold ‐4.6%

Silver ‐9.2%

Crude Oil ‐0.9%

Natural Gas +2.7%
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 (fed funds futures market) or 3 (Fed officials) hikes 
in 2019, with a pause thereafter in 2020, in line 
with an anticipated slowing in the growth of the 
U.S. economy.  

Bar chart data in brown indicates Bloomberg Consensus 
estimates 

For the quarter, the Bloomberg Barclays U.S. 
Aggregate Bond Index, a board measure of total 
returns in the domestic fixed-income markets, rose 
a slight 0.2%, while posting a -1.6% return through 
the first nine months of the year. 

U.S. Treasury yields increased 20-30 basis points 
during the quarter, as the yield curve continued its 
recent flattening pattern, with the spread between 
10-year Treasury yields and 2-year Treasury yields 
closing the quarter at 24 basis points versus 52 
basis points at the start of the year. 
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III. Lessons	Learned	from	The
Financial	Crisis
by	Alan	Schwartz

Alan Schwartz was CEO of Bear Stearns before 
its government-forced acquisition by JPMorgan 
in 2008. He is currently the executive 
chairman of Guggenheim Partners. 

Ten years past the financial crisis, I have been 
asked often about the most important lessons 
learned from that period. While it is impossible 
to isolate any single decision or set of actions 
that could have prevented the financial crisis, I 
think it is instructive to understand how that 
market environment formed and what new 
variables led to destructive imbalances. That 
understanding can help us identify today’s 
burgeoning excesses that may potentially 
impact tomorrow’s markets. 

At Bear Stearns, I worked with an outstanding 
group of people who built a relatively small 
firm into the fifth-largest investment bank. But 
similar to other banks, we became deeply 
embroiled in the crisis when our risk models, 
which were primarily based on previous 
market cycles, failed to account for the 
devastating impact of untested financial 
instruments, such as structured mortgage-
backed debt. 

In the decades leading up to the financial 
crisis, the credit environment had changed 
fundamentally. A broad effort to unlock bank 
balance sheets and enable the free flow of 
credit was focused on avoiding another 
financial spasm like the Savings and Loan 
Crisis of the 1980s. The elimination of 
originator liability was expected to be offset by 
the benefit of the democratization of credit 
risk. Like most solutions dealing with 
problems of the past, it could not predict 
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second-order impacts of new variables introduced 
into the environment.  

At the same time, a global savings glut helped 
fuel the credit markets as investors relied on 
ratings to park assets into what they perceived as 
high-quality debt instruments in the form of 
complex securities. The relationship between the 
proliferation of debt instruments and rising home 
prices pushed both to new and unsustainable 
heights, taking the rate of home ownership to a 
record 69.2 percent by end of 2004, up from 
64.2 percent a decade earlier. 

The convergence of new debt instruments, 
demand for highly-rated USD securities, and 
rising home prices created a fertile environment 
for an overheated market to develop. Decisions 
by home buyers, lenders, originators, rating 
agencies, regulators, traders, and asset managers 
appeared rational in isolation. But these 
individual decisions, “velocitized” by rising 
volumes, created an enormous buildup of 
aggregate credit exposure. 

When the individual loans repackaged into 
untested mortgage-backed securities started to 
fail, the lack of transparency into the securities 
caused a type of “mad cow disease” event. It was 
difficult to identify which parts of the securities 
were troubled and which were safe. Investors 
either had to wait a prolonged period of time — 
time that many did not have — or eliminate their 
exposure to the entire category. The resulting 
liquidity drought in the credit markets, driven by 
uncertainty in the value of the securities, was 
debilitating for the financial system. 

Although a positive reaction to the financial crisis 
has been to require more capital on bank balance 
sheets, the crisis also demonstrated that the 
Federal Reserve was the ultimate backstop for 
credit markets. While Bear Stearns held 
significant capital in the form of high-quality 

securities in March 2008, few could have 
predicted the freezing of the repo market, which 
was a critical source of liquidity for investment 
banks. The conversion of major investment 
banks into bank holding companies with access 
to the Federal Reserve’s discount window 
demonstrated that our central bank maintains a 
critical function of providing liquidity at times of 
severe stress. 

With ten years past the Great Recession, are we 
able to avoid another crisis? In the past cycle, the 
perception of the housing market transformed 
from a reliable asset class into a major source of 
risk. As part of the aftermath of the financial 
crisis, we witnessed a flight to perceived safety 
into sovereign government bonds of Europe’s 
periphery countries, which resulted in an 
eventual bailout by the ECB in 2011. In the 
ensuing period, we have seen a continued climb 
in emerging market corporate debt, which is 
raising questions given many countries’ 
exposure to global trade flows.  

Looking forward, the massive rise in U.S. 
government debt could be an underlying factor 
in the next financial crisis. The data portends a 
formidable period for the Federal Reserve to 
fulfill its role as lender of last resort. Despite a 
baseline forecast of persistent growth, the 
Congressional Budget Office expects federal debt 
held by the public to rise from 78 percent of GDP 
in 2018 to a historic high of 118 percent of GDP 
in 2038. However, I share a concern with my 
fellow Managing Partner and Guggenheim 
Partners Global CIO Scott Minerd about the 
optimism of that forecast and the likelihood of a 
recession in the next couple years. 

In the event of future economic downturns, 
perhaps the biggest hangover of the crisis is the 
public’s loss of confidence in the elites from the 
corporate and government sectors. This, 
combined with the residual anger at financial 
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institutions, will make it more difficult for the 
U.S. government to manage a future crisis. 

Under these conditions, it appears that U.S. 
government debt is a new excess that has the 
potential to test the markets. Whether or not 
public holders — both domestic and foreign — 
continue to view U.S. government debt as the 
global benchmark of stability will be a key 
factor in future financial stability. Whether or 
not the U.S. can maintain its “exorbitant 
privilege,” a key benefit of its reserve currency 
status, could be the key factor in the ability of 
the U.S. to safely navigate the continued surge 
in government debt outstanding expected to 
unfold in the decades ahead.  

The source of the information in this commentary is SSW and 
Bloomberg Research unless otherwise noted.
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Source: BEA, FactSet, J.P. Morgan Asset Management.
Values may not sum to 100% due to rounding. Quarter-over-quarter percent changes are at an annualized rate. Average represents the annualized 
growth rate for the full period. Expansion average refers to the period starting in the third quarter of 2009.
Guide to the Markets – U.S. Data are as of September 30, 2018.

Real GDP
Year-over-year % change

Components of GDP
2Q18 nominal GDP, USD trillions

2Q18

YoY % chg: 2.9% 13.6% Investment ex-housing

68.0% Consumption

17.2% Gov’t spending

3.9% Housing

-2.7%  Net exports

Average: 
2.7%

QoQ % chg:  4.2%

Expansion 
average: 

2.3%

Source: BEA, NBER, J.P. Morgan Asset Management. *Chart assumes current expansion started in July 2009 and continued through September 
2018, lasting 111 months so far. Data for length of economic expansions and recessions obtained from the National Bureau of Economic Research 
(NBER). These data can be found at www.nber.org/cycles/ and reflect information through September 2018. Bubble size reflects the severity of the 
recession, which is calculated as the decline in real GDP from the peak quarter to the trough quarter except in the case of the Great Depression, 
where it is calculated from the peak year (1929) to the trough year (1933), due to a lack of available quarterly data.
Guide to the Markets – U.S. Data are as of September 30, 2018.

Length of economic expansions and recessions

Expansions: 47 months

Recessions: 15 months

Average length (months): 111
months*

The Great Depression and Post-war recessions
Length and severity of recession

Great Depression:     
26.7% decline in real GDP

Most recent recession:     
4.0% decline in real GDP
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Source: BLS, FactSet, J.P. Morgan Asset Management. (Bottom right) Info. fin. & bus. svcs. = Information, financial activities and professional and 
business services; Mfg. trade & trans. = Manufacturing, trade, transportation and utilities; Leisure, hospt. & other svcs. = Leisure, hospitality and other 
services; Educ. & health svcs. = Education & health services; Mining & construct = Natural resources mining and construction; Gov’t = Government. 
*Aging effect on the labor force participation rate is the estimated number of people who are no longer employed or looking for work because they are
retired. Cyclical effect is the estimated number of people who lose their jobs and stop looking for work or do not look for work because of the 
economic conditions. Other represents the drop in labor force participation from the prior expansion peak that cannot be explained by age or cyclical 
effects. Estimates for reason of decline in labor force participation rate are made by J.P. Morgan Asset Management.
Guide to the Markets – U.S. Data are as of September 30, 2018.

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

8.8mm
jobs lost

19.7 mm 
jobs 
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Aug. 2018: 62.7%
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CPI and core CPI
% change vs. prior year, seasonally adjusted

Source: BLS, FactSet, J.P. Morgan Asset Management.
CPI used is CPI-U and values shown are % change vs. one year ago. Core CPI is defined as CPI excluding food and energy prices. The
Personal Consumption Expenditure (PCE) deflator employs an evolving chain-weighted basket of consumer expenditures instead of the fixed-
weight basket used in CPI calculations.
Guide to the Markets – U.S. Data are as of September 30, 2018.

50-yr. avg. Aug. 2018

Headline CPI 4.0% 2.7%

Core CPI 4.0% 2.2%

Food CPI 4.0% 1.4%

Energy CPI 4.5% 10.3%

Headline PCE deflator 3.5% 2.2%

Core PCE deflator 3.4% 2.0%
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Source: BLS, FactSet, J.P. Morgan Asset Management.
Guide to the Markets – U.S. Data are as of September 30, 2018.

Civilian unemployment rate and year-over-year wage growth for private production and non-supervisory workers
Seasonally adjusted, percent

Aug. 2018: 
3.9%

Oct. 2009: 
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Aug. 2018: 
2.8%

Jun. 2003: 
6.3%

Jun. 1992: 
7.8%

Nov. 1982: 
10.8%

May 1975: 
9.0%

50-year avg.

Unemployment rate 6.2%

Wage growth 4.1%

2.38%

3.13%
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FOMC September 2018 forecasts 
Percent

2018 2019 2020 2021 Long
run*

Change in real GDP, 4Q to 4Q 3.1 2.5 2.0 1.8 1.8

Unemployment rate, 4Q 3.7 3.5 3.5 3.7 4.5

PCE inflation, 4Q to 4Q 2.1 2.0 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 September 2018 FOMC meeting and are 
through September 2021. *Long-run projections are the rates of growth, unemployment and inflation to which a policymaker expects the economy to 
converge over the next five to six years in absence of further shocks and under appropriate monetary policy. 
Guide to the Markets – U.S. Data are as of September 30, 2018.

Federal funds rate expectations
FOMC and market expectations for the fed funds rate

Federal funds rate

FOMC long-run projection*

FOMC year-end estimates
Market expectations on 9/26/18

Long
run
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Source: FactSet, Federal Reserve, J.P. Morgan Asset Management. 
Guide to the Markets – U.S. Data are as of September 30, 2018.

Yield curve
U.S. Treasury yield curve

3m  1y   2y    3y 7y 10y 30y5y

Dec. 31, 2013

Sep. 30, 2018

2.59%

2.81% 2.88% 2.94%

2.45%

3.04%

3.96%

3.19%
3.05%3.01%

1.75%

0.78%

0.38%0.13%

Source: Barclays, Bloomberg, FactSet, Standard & Poor’s, U.S. Treasury, J.P. Morgan Asset Management. Sectors shown above are provided by 
Bloomberg and are represented by – Broad Market: U.S. Aggregate; MBS: U.S. Aggregate Securitized - MBS; Corporate: U.S. Corporates; 
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 September 30, 2018.

Impact of a 1% rise in interest rates
Assumes a parallel shift in the yield curve and steady spreads

Price return

Total return

U.S. Treasuries 9/30/2018 12/31/2017 2018
YTD

Avg.
Maturity

Correlation 
to 10-year

Correlation 
to S&P 500

  2-Year 2.81% 1.89% 0.12% 2 years 0.71 -0.30

  5-Year 2.94% 2.20% -1.35% 5 0.92 -0.28

  TIPS 0.91% 0.44% -0.84% 10 0.56 0.23

  10-Year 3.05% 2.40% -3.73% 10 1.00 -0.29

  30-Year 3.19% 2.74% -6.55% 30 0.93 -0.31

Sector

  Convertibles 5.85% 6.35% 8.35% - -0.28 0.89

  Floating Rate 3.10% 2.05% 2.06% 3.2 -0.33 0.38

  High Yield 6.24% 5.72% 2.57% 6.0 -0.22 0.69

  MBS 3.59% 2.91% -1.07% 7.8 0.81 -0.10

  Broad Market 3.46% 2.71% -1.60% 8.4 0.87 0.02

  Corporates 4.07% 3.25% -2.33% 10.9 0.52 0.29

  Municipals 2.76% 2.26% -0.66% 9.9 0.55 -0.10

Yield Return
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Oct. 9, 2002  
P/E (fwd.) = 14.1x 

777

S&P 500 Price Index

Characteristic Mar. 2000 Oct. 2007 Sep. 2018
Index level 1,527 1,565 2,914
P/E ratio (fwd.) 27.2x 15.7x 16.8x
Dividend yield 1.1% 1.8% 2.0%
10-yr. Treasury 6.2% 4.7% 3.1%

Source: Compustat, FactSet, Federal Reserve, Standard & Poor’s, J.P. Morgan Asset Management.
Dividend yield is calculated as consensus estimates of dividends for the next 12 months, divided by most recent price, as provided by Compustat. 
Forward price to earnings ratio is a bottom-up calculation based on the most recent S&P 500 Index price, divided by consensus estimates for 
earnings in the next 12 months (NTM), and is provided by FactSet Market Aggregates. Returns are cumulative and based on S&P 500 Index price 
movement only, and do not include the reinvestment of dividends. Past performance is not indicative of future returns.
Guide to the Markets – U.S. Data are as of September 30, 2018.

-49%

Mar. 24, 2000     
P/E (fwd.) = 27.2x 

1,527 

Dec. 31, 1996  
P/E (fwd.) = 16.0x 

741

Sep. 30, 2018
P/E (fwd.) = 16.8x 

2,914

+101%

Oct. 9, 2007  
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-57%
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Pacific 4%

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 September 30, 2018.

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

Global equity market correlations
Rolling 1-year correlations, 30 countries

United 
States
55%

Europe 
ex-UK
14%

Emerging
markets

11%

Canada 3%

Sep. 2018:
0.50

Sep. 2009:
0.77

Local USD Local USD Ann. Beta

Regions

U.S. (S&P 500)        - 10.6 - 21.8 9.9 0.85

AC World ex-U.S. 0.7 -2.7 18.8 27.8 9.2 1.12

EAFE 1.8 -1.0 15.8 25.6 8.6 1.08

Europe ex-UK 1.4 -1.6 14.5 27.8 9.4 1.24

Emerging markets -2.6 -7.4 31.0 37.8 12.7 1.29

Selected Countries

United Kingdom 1.0 -2.6 11.8 22.4 7.1 1.03

France 7.1 3.6 14.1 29.9 8.8 1.26

Germany -4.2 -7.3 12.9 28.5 11.5 1.39

Japan 2.7 1.9 20.1 24.4 7.2 0.74

China -8.8 -9.0 55.3 54.3 16.2 1.25

India 2.7 -9.6 30.5 38.8 14.9 1.38

Brazil 5.9 -12.1 26.9 24.5 15.8 1.61

Russia 22.8 9.8 1.2 6.1 8.8 1.57

Returns 2018 YTD 2017 15-years
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