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Third Quarter 2018 Market Commentary 
  

We start every market commentary by highlighting an observation from our previous 
commentary.  Here is what we said last quarter regarding the markets: 
 
Our thesis continues to be diversification, weighted toward domestic markets with a high degree of tax 
efficiency.  The thesis is highly interconnected, with tax efficiency being the linchpin, since it is what 
you keep, after taxes, that measures wealth creation. We know that from the sage advice of Warren 
Buffett.  So far, it’s been a winning strategy and we will continue to promote that thesis for the 
foreseeable future. 
 
The United States continued to be a great investment for investors during the summer 
vacation period.  If you were away on an extended vacation or relaxing under a beach 
umbrella with a cold drink in your hand (or both), you may have missed some of the 
summer highlights underpinning the advances in the markets.  Consider the following 
points: 
 

• Jobless claims hit the lowest level since 1969 
• Apple passes the $1 Trillion dollar market cap, first for any company 
• U.S. Trade Deal accord is reached with Mexico 
• China/USA set November for trade talks 
• S&P and Nasdaq hit new highs 
• Consumer Confidence hits all-time highs of 138.4 
• USA hits a Second Quarter GDP of 4.2% 
• Longest bull market in history 

 
  The Rise of Interest Rates  

 
It has been many, many years since we led with interest rates as the most important 
item on the calendar.  But with interest rates solidly at the 3% level, and the Fed on a 
gradual interest rate increase, we want to make sure that investors do not “over-think” 



 

Integer Wealth Advisors Group, LLC 

the significance of higher rates.  If the preceding bullet points read in the negative (i.e. 
jobless claims hit highest rates, GDP falls, market indexes fall, no trade talks 
scheduled) then the issue of higher rates would be of concern.  We would, in those 
scenarios be witnessing a “stagflation” scenario.  But right now we are experiencing a 
short-term adjustment to the new reality of higher interest rates. 
 
As it is, we are in the midst of an American business renaissance of sorts that is 
fueling consumer demand and the shortage of labor.  Who hasn’t heard the reports of 
the looming shortage of truck drivers, auto mechanics, airline pilots and the like due 
to increased demand, an aging labor force and a declining birth rate?  While it all 
seems a bit of “doom-and-gloom” we know that companies are responding with more 
incentives, better pay and advancement opportunities.  That is good for the American 
consumer. 
 
With interest rates pinned at the lower boundary of zero for the past 10 years, the 
Federal Reserve has quietly been sweating because their financial “engine” was out of 
economic “gasoline”, namely the ability to cut rates.  Fortunately, from the bottom of 
the market crash in March of 2009, we have experienced a steady increase across the 
economic spectrum that has allowed the Fed to dodge using any additional stimulus.   
 
Without any gas in their tank, and without the ability to stimulate the economy if it 
had been needed, the Fed had to “supersize” it’s balance sheet by buying mortgages 
and Treasuries to keep rates low and increase liquidity.  As that money circulated, 
liquidity issues eased and the Fed was able to quietly “run-off” their balance sheet as 
mortgages were paid-off or Treasuries matured.   
 
As you can see from the chart below the Fed increased the size of their balance sheet 
by a factor of 6x from 2008 to 2016.  This was the primary tool to keep liquidity in the 
market and keep interest rates low.  You will notice in 2018 how the curve has begun 
its first substantial decline since the start of the financial crisis.  This is the Fed letting 
bonds mature and/or selling bonds.   
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As a result of the “roll-off” or selling of bonds interest rates have begun creeping up 
along with the help of the Fed raising rates.   
 

 
 

http://fred.stlouisfed.org/graph/?g=lst2
http://fred.stlouisfed.org/graph/?g=lsNP
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So, why is the fact that the Federal Reserve is raising interest rates so important?  
Because we are now getting, for the first time in a very long time, strong economic 
stimulus of demand for goods and services.  With the corporate tax rates permanently 
repealed to 21%, companies are investing more in plant and equipment, training for 
employees and offering better pay and benefits.  This all adds to an inflationary 
“punch” that if not properly managed could lead to the next great bubble and blow-
off. 
 
Therefore, the Fed raising rates gradually, signaling the rationale for the hikes, and not 
surprising the markets as they did in 1994 (with large rate hikes and a couple hikes in 
between markets), is a good thing for the market.  Sure, it takes some adjustments 
since equities have some competition for the first time in a decade, but as long as the 
economy is humming, the Fed can put gas back into their engine for the next 
recession. 
 
And let us be clear, there will be another recession at some point.  The questions are 
the reason for the recession, the length and the severity of that recession?  Nobody 
can answer those questions, so instead of guessing, the Fed hikes rates for future rate 
cuts.  And investors maintain diversified portfolios and can now get paid for holding 
cash.  What hurts?  Bond prices and we will address that in the Fixed Income section 
of the review. 
 
 

DOMESTIC EQUITY STATISTICS 

Index 3rd Quarter 2018 

S&P Small Cap 4.4% 

S&P Technology Sector 8.5% 

Dow Jones Average 9.0% 

S&P 500 Index 7.2% 

                                         (Period Ending 6/30/2018.  Source:  S&P Dow Jones Price Weighted Indices) 
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Company                  Percentage Weight                  3rd Quarter 2018 
S&P 500                                                                             7.2 % 

Energy                                 6.0%                                    -0.11% 
Materials                              2.4%                                 -0.14% 
Industrials                           9.7%                                    9.46% 
Consumer Discretionary       10.3%                                                7.81% 

      Consumer Staples             6.7%                                        4.88% 
 Health Care                        15.0%                                         14.04% 
 Financials                           13.3%                                        3.86% 
Technology                        21.0%                                          8.49% 

                  Communication Services         10.0%                                           8.39% 
Utilities                                   2.8%                                         1.51% 
Real Estate     2.7%                  -0.02% 

Source:  Standard and Poor’s (www.spindices.com), price returns. 
 

Style Return Box for the Third Quarter 2018 

 VALUE CORE GROWTH 

LARGE 5.1% 7.2% 8.9% 

MID 3.3% 3.8% 3.6% 

SMALL 2.2% 4.4% 6.8% 

Source:  Standard and Poor’s (www.spindices.com), price returns. 

 
Domestic Markets 

 
How about the best quarter for stocks since 2013?  The performance of the domestic 
U.S. stock market, on multiple measures, has simply been the leading market in the 
world this year.  We have been bullish on the domestic market from years ago, even 
prior to the current administration, simply based on the premise that the economic 
engine coming out of the 2009 financial crisis was primed with low rates.  The Fed 
succeeded in keeping rates, and inflation, in check as the engine came to life while 
many parts of the world sputtered with burdensome regulations and political 
instability.  Say what you will about U.S. politics, but the world makes us look like the 
bastion of civility. 

http://www.spindices.com/
http://www.spindices.com/
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So that has been our position even during the Obama administration.  Fast forward to 
a lower tax rate environment and lighter regulatory touch and you get a potent, high 
octane fuel for an economy that is seeking its full potential.  So far, the numbers 
support the combination.  Some of the lowest unemployment among all racial groups 
in over 40 years, increasing wages, lower corporate taxes and the light touch of 
regulation has increased manufacturing jobs in the U.S.  And these are important 
sustaining themes for the economy. 
 
Great economies must be able to build stuff that the world needs.  We cannot be 
sustained on a service-model economy and expect people to have good paying jobs 
forever.  Building stuff takes skills, takes talent and requires investment.  And given 
that a lot of this talent is slowly dying off or retiring, employers recognize that to 
sustain their businesses they have to have competitive wages and benefits to attract 
talent.  This is good for the economy as more people have access to “living wages” as 
a result of economic activity and not from politicians that seek to enforce artificial 
wages that violate the laws of economics.   
 
It’s a good time for investors to place their money in markets where they are treated 
well and their investments can earn a decent return on capital.  Without question, 
there continue to be reasons for investment international as there are great companies 
located outside of the United States that can only be accessed by investing in funds 
that hold those companies.  But as we will see below the international markets, on a 
broad scale, have had a difficult time keeping up with the economic miracle currently 
unfolding in the United States. 
 

International Markets 
 
In a word, “tough”.  And we don’t mean resilient.  Investing internationally has been a 
painful experience over the past few years.  For the quarter and year-to-date, the two 
major international indexes, the MSCI EAFE and the MSCI Emerging Markets had 
the following returns: 
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Index Quarter Year-to-Date 

MSCI EAFE +1.52% -1.36% 
MSCI Emerging 

Markets 
-0.95% -8.31% 

 
Investors looking to compound their returns found themselves squarely behind the 
eight-ball as international and emerging markets, for the year, reduced overall 
portfolio returns.  Are there some bright spots?  Absolutely.  Since investors must 
evaluate investments on a “relative basis”, the international and emerging markets are 
incredibly cheap relative to the United States. 
 
Then why not simply “load the boat” on international?  Two reasons come to mind:  
Relative value and time.  On the first score any investor that has bought a “value” 
stock with a very low P/E knows the old saying of “catching a falling knife”.  Some 
markets, and stocks, are cheap for a very good reason.  Buying at a low level only to 
see it fall more is the highlight of a “value trap” stock that is subject to more than just 
price.  Bad management, bad market decisions and a changing world economy can 
keep a stock price down and falling.  The most recent example is General Electric. 
 
On the second item, time, is something a lot of investors have in short-supply.  
Investing is not a sprint, it is a marathon and only the most patient investors would be 
willing to wait the time necessary to see a return on something like international and 
emerging markets.  Take Japan as a classic example.  The Nikkei 225 stock market last 
hit its record high of 38915 in 1989.  Nearly 30 years later, three decades, Japan is still 
not close to the all-time high despite a recent high of 24,600.  Time, therefore, is 
something you need a lot of when investing internationally.  And to lift a line from the 
fabulous movie “Lincoln”:  “If you can look into the seeds of time, and say which grain will 
grow and which will not, speak then to me!”  Diversification matters. 
 

Fixed Income 
 
Fixed income is now the epicenter of the investment world.  After slumbering for 
many years, the giant has awakened and is beginning to stumble around driving the 
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stock market into a tizzy.  Fortunately, we were around the last time the Fed went on 
a rate hike cycle, way back in 1994 when the Fed hiked six times, one of only three 
years when the bond market was negative (1999 and 2013 being the other two).  By 
the way, what tipped bonds into negative territory back in 2013 was the discussion 
that quantitative easing was ending.  What is interesting about this go around was the 
incessant focus on the possibility of an inverted yield curve, when short rates move 
higher above long-term yields.  While that was the focus just a few weeks and months 
ago, the strength of the economy suggests that the rate hikes are warranted and the 
sure sign of recession, the inverted yield curve, has receded. 
 
So, what is a bond investor to do in this new era when bond and stock prices are 
falling?  You can look at as many of our quarterly commentaries as you would like and 
you we see that we have been nothing but consistent.  High quality and shorter 
duration bonds (or funds) are the way to navigate through a rising rate cycle.  While it 
is impossible for bond investors to avoid getting singed on the edges by a rate hike, 
short duration allows an investor to stay diversified and be paid a nice yield while 
markets adjust.  As we said earlier, rates will continue to rise, until they don’t, and the 
attractiveness of the yield brings in the buyers.  If interest rates continue to move 
higher, buyers will come in and buyer, resulting in a halt of rising yields (since prices 
and rates move inversely). 
 
This is an opportunity for those with a diversified portfolio, or looking to create one, 
to invest in bonds.  Short and high quality is the way to ride through the interest rate 
hike cycle and yields are stronger than they have been in years.   
 

Summary 
 
In closing a good number of questions remain in the minds of investors.  What is the 
full impact of rising rates, is the economic model sustainable, should I pull back on 
risk, what about the November elections and the impact if parties change?  These and 
many other questions have, and will, continue to occupy the minds of investors.  It is 
as old as the stock market and stretching back even then some. 
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Certainly, a change in parties would give investors something to think about, 
especially if both Houses changed hands.  While the betting odds suggest otherwise, 
that is the main risk facing the markets before the end of the year, more so than rising 
rates.  International relations seem to be on an even-boil despite the ongoing trade 
skirmishes with China.  Now that local trade issues between Canada and Mexico have 
been hammered into a new trade deal, the next hurdle will be with the Chinese.  If 
that can be accomplished in the new year, we could see another push higher in the 
markets. 
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