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to be a market commentary? 

In order to understand the supply and 

demand for US or International financial 

assets, you have to first understand 

where we are at in the business cycle, 

which historically lasts about 8 years.  

Are we coming out of a fresh recession?  

If so, invest in riskier assets such as 

stocks, high yield corporate bonds, and 

emerging markets as investors can again 

digest the idea of risking capital.  Are we 

humming along in the early stages of an 

expansion?  Then increase allocations 

into alternatives such as Private Real 

Estate, Private Equity, and Lending funds 

as business borrow for expansion and 

begin hiring.  Late stage?  Consider 

Commodities, Private Real Estate 

Leasing funds, certain Hedge Fund 

strategies such as Credit or Equity 

Long/Short strategies, and Stock picking 

strategies. 

In the second quarter we saw US 

Equities increase 2.93%1, International 

Equities retreat -4.7%, and US bonds fall 

about -0.87%2.  Crude oil and Real Estate 

saw the highest returns over the quarter 

at 14.27%3 and 8.5%4, respectively.  WTI 

crude is now up 22.3% on the year, 

largely driven by the Administration’s 

exit of the Iran Nuclear deal (Iranian 

crude exports anticipated to fall 

equaling less supply globally), and OPECs 

actions to ease production to let prices 

rise. 

The following pages should serve to add 

color on the above information for both 

financial markets and Macroeconomic 

trends. 

 

“Cautious Optimism, me boy.  Cautious optimism.”  - Richard Jones 

 

 

 

 

Sean Puckett, CFA 
Chief Investment Strategist 

“…we remain bullish US 

Equities, the Multifamily 

and Leasing spaces, Credit 

and Promissory note funds, 

and Commodities.” 

Fed Chairman Alan Greenspan.  

Technology changing the world, 

cell phones, record IPOs, and 

unemployment was at 4.0% 

which hasn’t happened again 

until April of this year (3.90%) 

and hadn’t happened before that 

since the late 60s.  Even though 

the output gap has now turned 

positive last September, we are 

still confident that we will not 

see a recession beginning in the 

fourth quarter of 2018, but more 

likely a prolonged (but perhaps 

not as extreme) overheating like 

we saw in the late 90s.  This is in 

large part due to a strange 

combination of Fiscal Stimulus 

near a cycle peak, and borrowing 

costs (albeit on the rise through 

Fed rate hikes) still very palatable 

by consumers and businesses.  

Why are we talking about all of 

this?  Isn’t this supposed 

 

At a 30,000 foot view the US 

inflation rate is stable, short term 

interest rates are rising, GDP 

growth, business Capital 

Expenditures, and Consumer 

confidence are all at cycle highs, 

bond yields are rising, Equities are 

rising but volatile, and job 

openings now exceed the number 

of unemployed people in the US1.  

These are all signs of a late-stage 

Economic expansion, historically.  

To be sure, we remain bullish US 

Equities, the Multifamily and 

Leasing space, Credit and 

Promissory note funds, and 

commodities. 

Late stage expansions can 

continue for years depending on 

the Federal Reserve’s actions and 

the amount of borrowing built into 

the system during the upswing.  As 

long as consumers continue 

borrowing, their incomes are rising 

faster than their debt, and banks 

remain willing to lend, the 

expansion can continue.  In this 

particular expansion, real GDP 

surpassed our potential long-run 

GDP in the third quarter of 2017.   

Looking back at the five most 

recent recessions, this GDP output 

gap has preceded recessions by 

about 5 quarters, except for the 

2001 recession in which output 

exceeded potential for nearly 4 

years from 1997 to 2001 due to 

one of the largest economic 

expansions in our modern history.  

“The New Economy” and 
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PULSE OF THE GOVERNMENT AND CENTRAL BANK 
The economic outlook section gives you the look under the hood, sort of speak, into the US Macroeconomy.  The 

majority of the indicators are telling us that things are good.  At a higher level, we currently have significant fiscal 

stimulus through tax reform and the largest fiscal budget in history passed in February.  All this coming at a time 

when unemployment is low, and real GDP is already growing faster than its long-run potential.  Historically (and 

logically) growth above potential is not sustainable in the long run and injecting an economy full of fiscal stimulus 

at a time when we didn’t really need it may force the Central Bank’s hand when it comes to policy decisions going 

forward. 

 

 

FISCAL POLICY 

The momentum for the markets from the tax reform passed in 2017 has largely been overshadowed the past 

three months from both words and actions on tariffs.  The current administration has clearly stated that they will 

strive for “fair and equitable trade”.  Tariffs may or may not have a negative impact on the economy.  Ask 10 

different economists and you’ll get 10 different answers; however, we do know that tariffs on imported goods are 

essentially a tax on consumers and businesses as prices for that imported good likely will rise after foreign 

companies raise their prices to maintain their profitability.  Or, the foreign company may cease importing that 

product all together and then demand domestically doesn’t match supply of that product, and prices would most 

likely rise.  The benefiting party would be the Government implementing the tariffs as they are essentially written a 

check by the importing company to Government.   

Overall, it is fair to say that the current administration, with the recent budget that passed in February and tax 

overhaul in December, are in stimulus mode.  They also have simultaneously been able to strike fear among 

investors through trade changes, which has led to very shaky US Equity and Bond markets the past two quarters 

Source: Ycharts 
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despite their moves to stimulate.  We think the trade “war” with China will most likely end in a unilateral 

agreement between the two Countries on trade terms which should ultimately make the US Trade relationship with 

China (and others) better.   

MONETARY POLICY 

The Federal Reserve (Fed) continues their rate normalization process, with most expecting an additional 2-3 rate 

hikes in 20185.  This isn’t necessarily tight monetary policy as inflation is still near the Fed’s 2.0% target with the 

May 31, 2018 core PCE price index coming in at 1.96%6.  In addition to inflation below or at target, the federal 

funds rate (which is what the Fed manipulates to influence interest rates in the economy) still has room to rise 

before it is considered higher than its natural or “normal” rate.   

Combining fiscal stimulus with an economy that is showing some signs of early stage overheating could be very 

challenging for monetary policymakers going forward.  We expect them to continue with their rate hikes at the 

current rate for 2018 of about 1 rate hike per quarter, but it is not out of the realm of possibility to see their pace 

of increases rise during 2019 if wages keep rising and we continue to produce more goods than our long-run 

potential suggests.  

PUBLIC FINANCIAL MARKETS 
SNAPSHOT 
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US EQUITIES 
WHAT MOVED MARKETS 
US Equities (as measured by the S&P 500 index7) gained 2.93% during the second quarter with all three months 

closing in the green, despite elevated volatility from fears of US trade wars, faster than anticipated Fed rate hikes, 

a bear flattening yield curve, and European (Italian) debt problems resurfacing in the news (they never really went 

away).  The NASDAQ and the Dow closed the quarter up 6.3% and 0.70%, respectively. 

Figure 2 below shows some of the major market-movers throughout the quarter and their associated impact on 

US Stock indices and volatility (blue shaded area).  A common theme is the threat of a US-China trade war, and 

tangible impacts it is having (or could have) on the global financial markets.  Changes to global trade relationships 

could have a material impact on the financial strength of the global (and domestic) economies, and the people that 

live inside of them. I, however, think the reaction in the markets is based more on fear of the unknown and is likely 

an overreaction.   

 

 

It is reasonable to think that the US/China trade war will come to an end soon if the US decides to push tariffs 

above $130 billion, which is what China imports of US goods were in 2017 (US International Transactions Report; 

Bureau of Economic Analysis).  In 2017 the US imported around $505 billion of Chinese goods.  This shows a 

path in which we can implement tariffs to a point where China literally has no more goods to tariff, and we still 

have $370 billion to work with.  See Bonus: Trade Wars at the end of the commentary for more color on this topic. 

FUNDAMENTALS 
To us, the fundamentals that tend to drive returns of the US Equity market are dividends, share buybacks, 

valuation expansion (price-to-earnings (P/E) ratio), and nominal GDP growth (the growth of the general economy). 

 

+6.33% 

+2.93% 

+0.70% 

Source: Ycharts; Morningstar; Google; Internal 

What Moved Markets: 2Q2018 
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DIVIDENDS, SHARE REPURHCASES, AND EARNINGS 
Companies included in the Russell 3000 index recorded quarterly dividend per share growth (on average) of 

3.43% in the first quarter, and 11.09% on a year-over-year basis (Ycharts; Morningstar).  Earnings are not out for 

Q2 yet but the general trend the past year has been strong positive growth in both earnings and cash flows, 

which have allowed companies to grow dividends per share by 8.8% from 1Q2017 to 1Q2018 (Ycharts; 

Morningstar).  We are anticipating another strong earnings quarter as tax returns and early summer activity spur 

spending.  We are also seeing businesses adding inventory, spending on capital goods at very high rates, and 

hiring.  Share buy-backs are astronomical at an estimated $433.5 billion during the second quarter alone 

according to TrimTab research. EPS grew by 24.8% in the first quarter and is expected to grow above 20.0% 

again in the second quarter.  In other words, business is good.8    The forward S&P 500 P/E ratio currently sits at 

16.6, compared to its January 1 2018 level of 24.97 (Ycharts); however, as we’ve stated earnings are expected to 

pop another 20.0%+ this quarter and based on the technicals, the market does not think we are overpriced and 

neither do we. 

TECHNICALS 
Markets continue to hold key support levels despite the heightened volatility environment.  We began the second 

quarter in a trench trading near the 200-day moving average (dma).  The market held that support level (again), 

which is a positive indicator that the majority of market participants are still bullish.  And this market clearly does 

not believe that a US Equity bear market is acceptable nor warranted if you look at trading action around this level 

the past two quarters.  We have traded at or below the 200 dma 9 times this year and have held it (or close) 

every time, all while we continue to see the AVERAGE increasing (higher lows), rising from about $2550 at the 

February 9 test, to $2650 where it currently sits.  This is a positive indication that the market will continue to hold 

a rising average.  The past two “buy the dip” moments occurred at March 29 and June 29, both of which held the 

100 dma with strong volume and is an additional positive indication that buyers are coming in sooner than earlier 

this quarter as they are more confident in their bullish outlook.   

The advance/decline line has also been steadily rising since its low point on February 9th.  The AD line, as the 

name implies, essentially tells us the number of stocks listed on the NYSE that are increasing, compared to the 

number of stocks that are declining.  People use it differently, but we see it as a positive for US stocks if the line is 

making higher highs (more market participants are buying more stocks at the higher prices).  The snapshot below 

shows the price chart on the S&P 500 index (^SPX), the 200 dma (purple line), and the advance/decline line 

(bottom section). 
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The advance/decline line has been trending up since the last test of the 200 dma at the beginning of May, which 

tells us that buyers of US Equities are now spreading their purchases across multiple sectors/companies traded on 

the NYSE.  More market participation at higher prices, with a growing number of companies performing positively 

is a good indication that the market has become more comfortable buying stocks.  This, again, is also confirmed 

by the recent holds of the 100 dma (light blue line) as investors are quicker to “buy the dip” in the uptrend. 

STILL IN A BULL MARKET 

If we package all of the information above and then look at what is currently happening in Europe with Sovereign 

credit risk issues and strengthening dollar relative to the Euro, the demand for US Equities looks positive.  Over 

the next year or two it is likely that foreign investors may begin to locate assets into markets with higher total 

returns when currency adjustment is considered (holding an asset in a country where the currency is also 

appreciating relative to their home country adds additional return when they eventually sell that asset and convert 

it to their home currency).  As credit risk continues to rise both in Europe and China, (and both currencies continue 

to weaken relative to the US dollar) we see the US as being the only market large enough to handle that demand. 

As Jesse Livermore puts it, “Not even a World War can keep the stock market from being a bull when conditions 

are bullish, and a bear when conditions are bearish…”  Corporate earnings and Capital Expenditures continue to 

trend up, Economic conditions are flagging late-stage expansion, and the market is now holding key support 

levels into an uptrend, all bullish indicators for future US Equity returns.   

 

INTERNATIONAL EQUITIES 
The MSCI All Country World Index Ex-US (ACWI) retreated again in the second quarter, losing 3.39%.  Developed 

markets continued to be influenced by the Italian debt problems and political crisis.  Italy’s debt to GDP (similar to 

a person’s debt-to-income ratio) was at 132.0% at the end of 20169 and questions regarding whether the 4th 

largest economy of the Eurozone can sustain their payments have risen.  The US dollar has appreciated against the 

Pound, Yen, and the Euro over the quarter which also led to capital outflows and weighed on total returns to 

developed markets. 

The MSCI Emerging markets (EM) lost 8.94% 

over the quarter, weighed heavily by the rise in 

the US dollar which leads to more expensive 

debt repayments, and capital flowing out of the 

economies because of it.  We see the dollar 

strength as a headwind for EM going forward 

and investors should not extrapolate the 35% 

returns EM provided in 2017 forward. 

An additional factor playing into the potentially 

dismal performance of EM and developed 

markets going forward would be the rising 

interest rate environment in the US, and an 

associated rise in US bond yields because of it.  

Rising yields should increase demand by foreign 

investors for US bonds as they seek higher yields 

on risk free assets relative to what they are 

earning at home, which in turn should translate 

into a higher demand for US dollars.  We have explained why that is bad for EM and developed markets when 

considering asset allocation between domestic and international equities. 
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FIXED INCOME 

Credit markets continued to experience volatility in the second quarter.  High yield and Investment Grade 

corporate bonds declined 0.90%10 and 2.3%11, respectively.  We currently see fixed income fitting within a 

balanced portfolio allocation by using low duration, high quality, floating rate, and possible inflation-linked notes 

based on the current and likely future market environment.  In addition to the above we also see an opportunity in 

the securitized mortgage space as the market continues to provide steep discounts on these securities.  Most of 

the supply of private-label mortgage backs from the financial crisis have experienced major defaults during the 

first 3-4 years. What remains are underlying properties with low LTVs due to a combination of principal repayment 

and appreciating real estate values.  The underlying mortgages are now largely comprised of the borrowers that 

made their payments throughout the crisis and demonstrated/continue to demonstrate the ability to pay.  We see 

these types of securitized strategies fitting into a total-return based portfolio allocation. 

With the Fed normalizing rates and persistently tight credit spreads, we continue to shorten the duration of our 

credit portfolios and increase the credit quality to prepare for further rate increases and slower economic growth 

over the next 2 years.  Credit spreads traditionally widen during the peak expansion period and into recessions as 

investors demand quality fixed income, driving up prices on high quality bonds (and thus lowering their yields) 

and driving down prices for lower quality (and thus raising their yields).  Bond yields rise as prices fall.  By staying 

in the short end of the yield curve and high in quality, we are able to limit the magnitude of price declines in the 

portfolio due to rising rates, and maintain purchasing power by reinvesting maturing bonds into higher coupon 

rate bonds. 

We will discuss inflation further in the Economic outlook section, but our general take is that the labor force is 

going to be able to demand higher salaries with a ripe hiring market and low unemployment, which should push 

up wages and lead to cost-push inflation.  In addition, the economy is operating at above its long-term trend rate 

of growth, also an inflationary needle mover.  Rising inflation will force the Fed to double down on their tightening 

in order to prevent further overheating, and higher inflation expectations setting in should lead to increased 

nominal yields.  We still see fixed income holding its spot in a strategic allocation; however, it will take more than 

a blind allocation into the aggregate index and require some creativity/tactical decisions within sectors and 

maturity to add value and reduce volatility.   

Bonds have a place to reduce volatility and hopefully produce positive returns as stocks go down, but that is not 

always the case.  It is also an opportune time to look outside of traditional markets and into the private market, 

particularly for funds with long term lease agreements, collateral-based lending, and promissory notes as proxies 

for bonds.  Oftentimes they provide higher risk-adjusted returns over their time horizon in addition to low daily or 

monthly volatility you may experience in the traditional bond markets. 

 

PRIVATE MARKETS 
In the second quarter we saw confirming signs that the economy is most likely in its later-stage of the expansion.  

In such, we continue to position portfolios into defensive Real Estate sectors, certain inflation-linked commodities 

(storable energy such as oil), late-stage Private Equity focused on non-cyclical companies, collateral-backed Credit 

funds, and certain Hedge Fund strategies.   

 

As we continue to watch the current business cycle play out we will keep seeking funds and Managers that 

understand and commit to taking a cautious approach to leverage as borrowing costs continue to rise due to 

monetary policy actions, and an economy in the early stages of overheating.  We like more defensive real estate 

sectors such as Multifamily, Senior living, Cloud Storage Data Centers, and real estate opportunities with Triple Net 

(NNN) Leased properties leased to high-quality anchor tenants with long-term contracts.  Promissory notes 

become an attractive alternative to traditional fixed income as well.  We want to move higher up the Capital stack 
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in lending and credit funds to senior-secured, low loan-to-value (LTV) projects to allow a correction in property 

values without impacting capital investment.  

 

We often scratch our heads when we hear investors do not utilize alternative (Opportunistic) strategies in a well-

diversified portfolio.  Some of the reasons are warranted due to minimum investment sizes, lack of due diligence 

experience, research staff, or simply not understanding deal structures.  It appears that most of the time it is 

simply a lack of knowledge, or a lack of easy access to investments that are outside of the norm of publicly traded 

investments.  One should really scratch their head when considering the following picture: 

 

 

   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Yes, this is anatomically correct.  If objectively researched in the best interest of the client and with consideration 

to where we are at in the business cycle, these investments undoubtedly have a place in any portfolio that calls 

itself diversified.  By ignoring this market, we feel that we would be creating a huge concentration risk in your 

portfolio in terms of true diversification across markets and foolishly limiting you to only a fraction of investment 

opportunities available in the US. 

 

LENDING AND CREDIT  
We established that business is good for publicly traded companies, and the same applies to the private market.  

Borrower credit quality is high, and the cost of borrowing (although rising) still remains well within servicing 

capabilities of most companies. 

Increased capital requirements and regulations for traditional lenders has led to attractive opportunities in the 

private lending space.  We see the private lenders as providing a critical function to companies that cannot obtain 

Privately Held 
Business Excluding 

Sole-Proprietorships 

~1.8 million 

Publicly Traded Companies 

(All US-Listed) 

~ 3,700 

 

Source: US Census Bureau; SBA 

Source: internal 
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financing from traditional banks, which allows them to hire more people, expand operations, and grow.  At this 

point in the debt (business) cycle, we see the most value in funds focusing on companies that have established 

business practices with a history of cash flow and interest coverage rather than newer-stage companies or start-

ups that are more sensitive to the business cycle.  Accessing a pool of senior-secured, moderate Loan-to-Value 

(LTV) loans with strong borrower track records offer more attractive risk-adjusted returns to us than fixed income 

bonds or dividend-paying stocks.  We will consider placing capital into funds that are helping these companies 

expand and hire, as it is both morally rewarding to know we are helping business owners reach their goals and 

financially rewarding when you look at the yield and total returns on these strategies. 

Default rates do rise during economic downturns which will impact the cash flows of most companies located 

within the economy.  While this may lead to temporary reductions in distributions to ensure interest payments are 

made, the risk of capital loss is mitigated on the front end through securing collateral at LTVs that allow a 

comfortable decline in asset values.   

 

REAL ESTATE  
MULTIFAMILY 
It has been our view for about a decade now that Multifamily Private Real Estate continues to be one of the more 

attractive real estate sectors to participate in.  We don’t see that dynamic changing for a few number of good 

reasons.  Millennials are getting married later in life and carry higher student debt levels than any previous 

generation.  They are saving less and spending more.  They are also expected to become the largest population 

group by 2019 based on projections by the US Census Bureau.  Lower ability to service mortgages due to high 

student loan payments, lower savings, bachelors/bachelorettes for longer, are all factors leading to longer term 

rentals.  Millennials also don’t seem to seek home ownership at anywhere near the rate of their parents, having 

witnessed the huge losses incurred by their families in the Great Recession.  Baby Boomers are also cashing in 

their equity assets, including highly appreciated single family homes, and heading to the rental marketplace to 

limit their expenses and improve their lifestyles.  We recognize, however, that with cap rates near cycle lows and 

property value levels on Class A products in prime markets likely beginning to slow or taper off, it is a good time 

to seek value-added multifamily in the Class B, or even Class C sector as it has been a relatively underserved 

market this growth rate cycle. 

 

In addition to the demographic trends, Multifamily is also one of the least sensitive sector when it comes to 

inflation, particularly when inflation leads to economic slowdowns as we discuss in our Economic outlook section.  

This makes the sector one of the better options when business cycles near their peak and Economic growth 

begins to slow down. 

 

While there is no such thing as “recession-proof” real estate, there are certain sectors that tend to perform less 

poorly when economic conditions take a turn.  Being cognizant that most private real estate funds can take 5-7 

years or longer for the “life-cycle” of buy, build, produce income, sell, the following chart gives a good idea for 

sector allocation at various stages of the economic cycle. 

 

RETAIL 
Retail and job growth trends (talked about in Economic Outlook section) continue to be positive for retail centers 

since the start of last year; however, as we also discussed we are getting toward an overheated economy, and 

Retail tends to be one of the more cyclical sectors for real estate.  As unemployment rises, consumers spend less, 

they travel less, spending shifts from “fun to haves” to need-to-haves.  But, we still see value here over the next 

three to five years as not all projects and deal structures are created equal in retail.  A lot of large companies 

(Starbucks, CVS, Walgreens,) don’t own their buildings, they lease. Our ability as a firm to place some of your 

investment capital in the real estate leased to these firms could prove to be a good investment return and a way 

to diversify into assets not directly correlated with the stock market. 

 



 

21090 N Pima Rd | Scottsdale AZ 85255 | Ph. 480-296-0200 | www.silverhawkfinancial.com 

Identifying funds with high quality anchor tenants signing long-term leases, that are also paying for the expenses 

of the property (NNN) is important when utilizing a retail sleeve this late in the cycle.  In addition, identifying 

Managers that focus on industries that, while not immune to threats from internet shopping, are less likely to be 

impacted (Convenience/Fuel stations, Pharmacy’s, Automotive, Supermarkets, etc.) is also of equal importance.   

 

 

 

We will not go through every real estate sector, but the above chart is a general guideline for positioning real 

estate portfolios in various stages of the business cycle. 

ECONOMIC OUTLOOK  
It is good to remind ourselves, whenever beginning a discussion on economic outlook, of what drives productivity 

growth in a developed economy – you. 
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Consumer spending historically has been the largest contributing factor to growth in the US (and other developed) 

economies, with emerging markets being more reliant on export activity for growth.   

PULSE OF THE CONSUMERS 
US consumer spending rose 0.27% from April to June, compared to only 0.22% for the entire first quarter.  On an 

annualized basis, consumer spending for the first quarter was about 0.90% versus 1.67% in the second quarter 

(Real US Core PCE; Bureau of Economic Analysis - next data release is July 31 for June figures).  Consumer 

spending figures from March also translated into a year-over-year increase of 2.36%.  Recent data on 2Q18 Core 

PCE per capita won’t 

be out until July 27 

(released quarterly); 

however, it is worth 

noting that the figure 

increased 3.64% from 

3/31/17 to 3/31/18.  

The measure also grew 

0.68% during the first 

quarter (2.67% 

annualized) of 2018.  

Positive trends across 

both short and longer 

time periods in the PCE 

measure bode well for 

the near-term outlook 

on US Equity markets 

as it should translate 

into higher revenues 

for US companies, all 

else equal.   

The pace of retail sales 

growth was gaining 

speed from January 

2016 until January 2018 but has since tapered off after a Wage growth also continues to be positive in real 

terms, with the most recent (May 2018) US Real Average Weekly Earnings reports showing year-over-year increase 

in wages of 0.62%.  While real wages continue to rise, they are no longer increasing at the rate they were from 

2011 to early 2014 and growth rates have tapered off a bit; however, this late in a business cycle the labor force 

generally begins to have the ability to demand higher wages which pushes input costs for businesses up, and 

ultimately leads to inflation.  We have not seen this yet but it is something we will watch closely as an indication of 

potential future inflation increases. 
If we combine the above information with the fact that consumer sentiment is at its highest level since 1Q200412, 

it gives us confidence that the largest driving force of the US Economy will push us into higher territory for US 

Equities, but perhaps at a bit slower pace than what we’ve seen during the past 2 years.   

Aside from all of the figures and data, it is sometimes easy to get an idea of how healthy an economy is by taking 

the pulse of yourself.  Are you spending more on luxury/non-essential items?  Are you better off today than you 

were a year ago financially?  Are you comfortable spending on big-ticket items like home renovations or trips?  

Do you see others spending like you are? 
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PULSE OF BUSINESSES  
We discussed the health of US companies by looking at Capital spending, revenues, shareholder distributions, etc. 

in the Financial Market section and we won’t revisit them here; however, recall that the overall conclusion was that 

“business is good”.   

Looking at hiring, the total US Hiring rate (expressed as a % of total employment in the US) has been increasing at 

an average rate of around 3.70% per month for the past two years compared to the longer-term trend average 

since November 2009 of 3.42% per month13.  The March 31 reported figure was even higher at 3.90%.  The 

acceleration in the hiring rate is a function of higher confidence of business owners in their ability to sustain 

higher employment levels as consumers continue to increase their spending.  

Another key indicator that allows us to get an idea of Business activity is the Purchasing Managers Index (PMI).  

The PMI is meant to gauge overall Executive sentiment for the prospects of their business operations going 

forward by asking question regarding new orders, inventory levels, production, and supplier 

deliveries/employment.  During economic expansions, we tend to see this index rising as more executives are 

reporting positive trends in these areas.   Not surprisingly, we tend to see this indicator fall quickly as Economic 

conditions begin to deteriorate prior to recessions.  The index has steadily increased since January 2016; 

however, we have started to see the pace of growth slow starting in August 2017.  For now the indicator is telling 

us that businesses are optimistic for the future, but that optimism may be slowly starting to peak for this business 

cycle.  Durable Goods Orders fell during the first two months of 2Q2018, but the overall trend remains positive 

on a year-over-year basis as businesses continue to increase capacity utilization and inventory purchases.14 

The Economic data seems to confirm our previous conclusion that “business is good”; however, a few key 

indicators are starting to show signs of slowing growth as we noted, which may be an indication of a cyclical peak 

and perhaps downturn over the next two years.  Projecting and predicting when and where recessions will occur is 

troublesome.  All we can do is continue to keep our pulse of what drives incomes in an economy, identify 

changing trends in key leading indicators, monitor the Federal Reserve’s actions and fiscal policy, and position our 

portfolios based on the question: “what’s most likely to happen?” 

ENDING COMMENTS 
“A physicist, an engineer, and an economist are stranded on an island.  They see a can of beans wash up to shore.  

They are starving, and the Physicist says, “let’s put it in a fire so the heat pops it open.”  The engineer says, “let’s 

use a rock to place pressure in the center to force an opening on either end.”  The economist says, “let’s assume 

we have a can opener.”  - Unkown 

Trying to predict markets is a hazardous game.  The assumptions used in most Economic models or theories 

assume that markets are efficient, that everybody has access to the same information, and that person A makes 

the same decision as person B after they read the same information.  History tells us that markets absolutely do 

not behave in this manner, people behave irrationally, and everybody interprets information differently.  The ability 

of managers to adapt to changing market conditions and take advantage of these known inefficiencies are 

positioned now more than ever in this cycle to add value to investor portfolios.  Making decisions based on 

assumptions made by Economists and Theorists does not align with reality and encourages irrational behavior.  

Only when we accept this and can recognize our own biases to improve our decision making can we break free of 

the crowd and use common sense to our advantage. 

Having said all that, we are still seeing consumers and businesses alike making more money, spending more, and 

have confidence in the economy.  Borrowing costs, although rising, are still reasonable and do not pose an 

immediate threat to the flow of credit in the system.  Market participants are beginning to stomach risking capital 

into US Equities again, and signs are pointing to a positive quarter.  The Private market is still providing unique 

opportunities to participate in projects built to perform in the late stages of an economic cycle.  Taking all of this 

in, asking the question “What is most likely to happen?” tells us that the US Equity markets should see positive 

days ahead before they become worse, and the Economy still has room before the inevitable slowdown.  However, 

in the words of Richard Jones, “Cautious Optimism me boy.  Cautious optimism.” 
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Bonus: Trade Wars 

The graph below shows the US imports of Chinese goods (gray bars), Chinese imports of US goods (blue bar), and 

the trade balance the US has with China (blue line).  In 2017, the US imported an estimated $505 billion worth of 

Chinese goods, whereas China imported about $130 billion worth of US goods (2018 is annualized at $484B US 

imports f rom China; $127B Chinese imports from US).   

Xi Jinping has stated publicly that the Chinese Government will impose tariffs that mirror what the US plans to 

initiate (US tariffs on $34 billion of Chinese goods is set to occur on July 6, 2018; China plans to implement tariffs 

on same dollar amount of 

US products coming into 

China).   

The balance of trade should 

logically tell us that China 

cannot keep pace if we 

decide to implement tariffs 

above $130 billion.  The 

Chinese Central Bank could 

devalue the Yuan in order 

to stimulate exports to try 

and offset some of the 

impact from the tariffs, 

since a weaker currency at 

home means the cost of 

goods is lower, making it 

cheaper for foreign 

companies to buy those 

goods and import them to 

their country.  This, 

however, would also create 

the potential for Chinese 

investors to look outside of their borders for investment (if you own an asset valued in Yuan, and the Yuan is 

losing value relative to other currencies, your asset is depreciating, and you may look to re-allocate your 

investments elsewhere).  This could cause liquidity issues domestically for China at the same time corporate bond 

defaults are rising and is not a likely course of action.  The dollar has also been strengthening both against the 

Yuan and other major currencies, making Chinese goods cheaper for US companies and US goods more expensive 

for Chinese companies and consumers.  This dampens the impact of higher prices due to tariffs for the US and 

magnifies the impact for China.   

Tighter regulations on US companies and US products is a more likely measure China may take if in fact the trade 

fight escalates beyond the $130 billion for the reasons discussed above.  Another ramification could be China 

looking to other countries for goods and services previously traded with the US, leading to lost revenue for 

domestic companies doing business with China.   

The economic ramifications of the US and Chinese tariff war is not yet known, and it is always unwise to make 

decisions based on speculation.  It is, however, a reasonable conclusion that China is in a worse position relative 

to the US to withstand severe tariff escalations due to limited imports to work with relative to the US, and a 

weaker currency.  A likely outcome is an agreement between the two countries on trade that meets the current 

administrations standards of “fair and equitable.”  And our take, as we’ve discussed, is that this eventually will not 

impact the positive trajectory of economic growth materially nor will it de-rail the bull market we are currently in. 
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Bonus: 2-10 Spread and Recessions  

A lot of economic data indicator changes have preceded recessions, so saying that the inverted curve predicts 

them is no different than stating that all people eventually pass away.  We don’t know when, but it is sometime in 

the future from now.  We just know that it tells us we are closer to a recession now than we were at the start of 

the expansion in 2010. 

If you pay any attention to financial media or news outlets, you undoubtedly have heard someone talk about the 

current flattening of the yield curve, and its predictive power of recessions.  While historically this may be the case, 

we are in a period of time that we haven’t quite lived through, historically. 

Notice on the graph below that when the yield curve becomes inverted (the spread goes negative in the chart) it is 

generally followed by a recession with roughly a year lag period.  The 2-10 spread decreased again this quarter to 

around 29 basis points, the lowest level since August 2007.  We anticipated this as noted in our last market 

commentary, citing likely continued volatility and increased demand for Treasuries.   

 

The logic behind the 2-10 spread being a predictor of US recessions is that when the spread trends smaller, this 

is indicating a higher demand for less risky assets (Government Bonds), combined with tightening monetary policy 

through rate hikes to fight inflation from an overheating economy (higher short-term rates).  While this historically 

has been a fairly consistent predictor of US recessions, it is also likely that due to the sustained historically low 

rates coming out of the 2008 recession, the monetary tightening is not necessarily a function of an overheating 

US economy, but a function of the Fed “normalizing” their federal funds rates as the US economy continues to 

strengthen and inflation remains at or below target levels.  We do not think the curve continues along its current 

trend toward zero, but likely will flatten out as longer-term yields rise at a faster rate than the short end of the 

curve.  A flattening yield curve is a function of an expanding economy, and when the 2-10 spread begins to get 

compressed toward zero, that simply is an indication that the growth stage is in its later innings, which we agree 

with.   

Recessions happen but knowing when they will occur or trying to predict that is not something we attempt to do.  

Rather we look at the economy through multiple lenses (consumers, businesses, trade, Government policy) to 

adapt and survive as the cycle moves through each of it stages of growth.   

 



 

21090 N Pima Rd | Scottsdale AZ 85255 | Ph. 480-296-0200 | www.silverhawkfinancial.com 

Citations and Sources  
1 S&P 500 Index; ^SPX; Ycharts 

2 Bloomberg Barclays Aggregate Index 

3 WTI Crude Spot oil price 

4 NAREIT All Equity REIT Property Index 

5 FOMC meeting minutes; Beige book 

6 Bureau of Economic Analysis, May 31, 2018 

7 We frequently quote the S&P 500 when we discuss US Equity market returns as we believe it to be a more realistic gauge of US Equity 

markets than its counterparts (the latter two indices).  It is a market-cap weighted index of the largest 500 companies in the US, diversified 

across sectors.  The Dow Jones Industrial Average, on the other hand, is a price-weighted index, meaning that stocks with higher prices can 

skew the returns during idiosyncratic (non-market related) events and do not represent a logical economic change in the broad US Stock 

market.  The NASDAQ is largely concentrated in Technology sector, and roughly 50% of the entire index is comprised of 10 stocks (7 of 

which are Tech stocks).  This, again, does not truly represent the economic changes of the US Stock market as a whole and tends to be 

more volatile. 

8 Corporate earnings continue to rise as consumers continue to spend.  Analysts are forecasting earnings per share (EPS) for the S&P 500 

of 37.12 in 2Q 2018, which would be a 13.5% increase from the first quarter.  To put into perspective, the average quarterly EPS 

increase since the recession has been 2.419%, with a median of 2.77%8.  EPS growth over 1Q2018 was estimated at 24.8% based on 

data provided by FactSet, and if earnings can hit another 20.0%+ growth rate this quarter that would mark two consecutive quarters of 

growth over 20.0%, and three consecutive quarters with growth in the double digits.   

Businesses are also adding inventory, spending on capital goods that allow increased capacity, and are hiring as we will see in the 

economic outlook section.  Looking to share buy-backs, they have reached record high levels with companies reporting and estimated 

$433.5 billion in share repurchases during the second quarter according to TrimTab research.  Looking at the first quarter share 

repurchases from companies included in the Russell 3000 (which accounts for about 98% of all US publicly traded market cap) we saw 

$1.44 billion8.  The large increase is largely driven by tax reform and companies taking advantage of the tax savings through distributions 

to shareholders.  A share buyback is a return to shareholders similar to a dividend, except it reduces the number of shares outstanding and 

has no impact on overall ending wealth of the investor (neither do dividends as equity is reduced when a dividend is paid out of retained 

earnings which, outside of human reactions to dividend announcements, has no overall impact on the wealth of that shareholder). 

Free cash flows have confirmed positive earnings trends are driven by underlying production and real profits.  During the first quarter free 

cash flows grew by 5.15% year-over-year during the first quarter.  On a quarterly basis, free cash flow actually declined by 27.7% during 

the first quarter but was largely driven by seasonality and accelerating Capital Expenditures (CAPEX) during the previous 2 quarters.  

Companies reporting CAPEX figures for the S&P 500 index reported $178.1 billion and $185.4 billion in CAPEX during 1Q2018 and 

4Q2017, respectively.  This represents increases of 22.7% and 7.8%, respectively.  We anticipate companies to continue investing in 

CAPEX as the cycle continues into its late stages. 

9 FRED database; International Monetary Fund, General government gross debt for Italy [GGGDTAITA188N], retrieved from FRED, Federal 

Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/GGGDTAITA188N, July 13, 2018. 

10 Bloomberg Barclays High Yield Corporate Credit Index 

11 iShares Investment Grade Corporate Bond ETF (LQD) 

12 University of Michigan Consumer Sentiment Survey 

13 Job Openings and Labor Turnover (JOLT) Survey; Bureau of Labor Statistics 

14 Board of Governors of the Federal Reserve System (US), Capacity Utilization: Total Industry [TCU], retrieved from 

FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/TCU, July 13, 2018; data from Ycharts 
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DISCLOSURES 

Past performance is not a guarantee or reliable indicator of future results.  All investments discussed herein contain risk 

and may lose value.  US Treasury bonds are considered risk-free assets under the assumption that the initial principal 

invested into the bond is secured by the full faith and credit of the United States Government.  An investment in 

Treasury securities may still lose value depending on your time horizon relative to the maturity date of the bond.  

Equities can decline in value from both perceived and actual market, economic and industry conditions.  The views 

expressed herein are that of the Portfolio Management Division of Silverhawk Financial and do not necessarily represent 

the views or opinion of Silverhawk Financial as an entity.  The discussion herein is broad in scope and its purpose is 

purely informational in nature.  This document does not represent a financial recommendation, proposal, or suggested 

allocation strategy.  The data used in the graphics was derived from reliable sources widely used in the Financial 

Marketplace but is not guaranteed to be accurate.  No part of this material may be referred to in other publications or 

reproduced in any form without express written permission by Silverhawk. 

 


