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Benchmarks
	
	30 Sep 2018
	30 Jun 2018
	30 Sep 2017

	S&P 500
	2,914
	2,718
	2,519

	DJIA
	26,458
	24,271
	22,405

	NASDAQ
	8,046
	7,510
	6,496

	6-mo US Treasury Yield
	2.36%
	2.15%
	1.19%

	30-yr US Treasury Yield
	3.20%
	3.00%
	2.87%

	Prime Rate
	5.25%
	5.00%
	4.25%

	Federal Funds Target Rate
	2.25%
	2.00%
	1.25%

	30yr Mortgage
	4.75%
	4.52%
	3.90%

	Gold – per oz
	$1,192
	$1,251
	$1,285

	Oil - WTI / bbl
	$75
	$74
	$52


Sources:  WSJ, Barron’s, Zacks, Bloomberg 
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It’s the Forest…

Not the Trees!
[image: image3.emf]In the face of unusual headwinds, the stock market delivered strong third quarter performance, seemingly insulated from the horrid spectacle in Washington D.C. and other political infighting ahead of mid-term elections.  Ignoring the virtual non-stop fight over the vacant seat at the Supreme Court the last few weeks, the stock market registered robust gains.  Savvy investors were able to look past the dysfunction and focus on the unusually strong fundamentals that underpin a solid market advance.  To wit: a near-record-low unemployment rate of 3.7% adding incremental demand to the economy as workers return to the labor force; an economy growing over 4% potentially ushering in a new era after twenty years of sub-par growth; corporate profits rising over 20% year-over-year for the first two quarters of 2018 and expected to grow 18% in the third quarter; inflation that remains under control in spite of accelerating economic growth; interest rates at subdued levels relative to history creating an environment of cheap capital for corporations and consumers alike; condensed regulatory requirements that reduce corporate costs and streamline operations; and a new, pro-growth $1.5 trillion tax cut package benefiting corporate and private citizens.  Such strong underpinnings have led to sharp and broad increases in corporate optimism (see NFIB Small Business Optimism Index chart).         
Adding a cherry atop the “third-quarter sundae,” at quarter end the administration announced a “new NAFTA” agreement between Mexico, Canada and the U.S. known as USMCA – a significant trade deal that will bring manufacturing back to the U.S. and will benefit factory workers, dairy farmers and others that have heretofore been “locked out” of foreign markets.  
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However, not all is rosy, and risks remain.  Economies running at full employment often experience upward pressure on inflation as wages rise.  We believe the early stages of this phenomenon are visible today - corroborated by a rising long-term bond yield.  Over the past two years, the Federal Reserve has increased short-term rates in lock-step by 25 basis points – most recently in the third quarter. However, the long end of the yield curve (which is market driven rather than Fed driven) has not responded to the accelerating economy until now, a potential precursor to higher inflation.  Slow and measured rate increases are more palatable for the stock market than sharp and forceful increases.
Furthermore, unusually strong corporate profit growth shows signs of decelerating by early next year as the impact of tax reform wanes.  While we believe the underlying growth of earnings (excluding the stimulus created by the tax cut package) is still attractive, the decelerating trend could create extra volatility in the stock market, increasing the likelihood of a material correction.
Stocks:  
The DOW’s 9.0% return in the third quarter coupled with 7.2% and 7.1% for the S&P 500 and NASDAQ, respectively, were noteworthy and slightly ahead of our beginning-of-year forecast.  These are returns that normally take a full year to achieve as suggested by long-term market averages.   While October is often associated with market crashes in the minds of long-term investors, October returns are usually positive during mid-term elections according to the Stock Trader Almanac.  In fact, the fourth quarter of mid-term years begins the best three-quarter performance span in the entire four-year election cycle.  However, these times are anything but “normal” and our cautious view reflects that.  Nevertheless, we continue to think the positives outweigh the negatives over the intermediate term.
Bonds / Interest Rates:
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The Federal Reserve’s much anticipated September increase in short-term rates of 0.25% in response to an accelerating economy did not surprise us.  We further believe at this point that, barring a geopolitical jolt, a similar rate increase will occur in December.  Year-to-date, interest rates have generally gone the direction we anticipated; however, the middle part of the curve has risen faster than anticipated as shown on the chart below.  Heretofore, we have kept an ultra-short-term fixed income strategy which has served clients well as they have avoided the downward pressure on long-term bond returns.  However, from a strategic standpoint, the 1-3-year part of the curve is becoming increasingly more attractive to us.  On balance, we continue to see the entire government yield curve rising over the foreseeable future.  Mortgage rates, now at a 7-year high of 4.72% for a 30-year mortgage, are confirming such a trend and beginning to make home ownership less affordable.       
Risks and Opportunities:

We see the following as the most significant risks near term:  1) unusual political division domestically, 2) early stages of rising inflation, 3) effect on interest rates and equity prices of the Fed reversing its “easy money” policy, 4) decelerating corporate profit growth, 5) global debt and a rising potential for default among weaker nations causing a global ripple effect, and 6) uncertainty ushered in by mid-term elections.
We see the following as the most significant opportunities near term: 1) solid economic growth, 2) contained inflation, 3) above-trend corporate profit growth and corporate optimism, 4) solid labor market and improving consumer financial health, 5) progress in global trade agreements, 6) no signs of imminent recession in the U.S. 
While we are cautious, at this stage we continue to see opportunities outweighing risks.
Forecast

Continued positive fundamentals with increased market volatility. Trade tensions and other global and domestic political uncertainty, tax reform, U.S. corporate earnings, Federal Reserve interest rate strategy, and inflation are at center stage.
1. Market volatility to continue.
After an unusually calm 2017, volatility returned early this year and will likely continue. 

2. Trade tensions to affect the markets.  The fear of a full-on global protectionist culture seems to be subsiding due to the success of UMCSA (the new NAFTA) which may put pressure on China for a similar trade deal. 

3. Tax reform affects to be determined.  While accelerating the economy currently, it also presents the risk of higher federal deficits and ultimately higher interest rates if economic growth stalls.
4. Corporate earnings to decelerate following record first and second quarters but to remain attractive.  We now believe corporate earnings growth will exceed our original forecast for 2018.
5. Federal Reserve to continue tightening.  We see potentially one more rate hike of 0.25% by year end.
6. Long bond returns struggle.  We anticipate rising interest rates across the spectrum of the yield curve.  We desire to remain “short” with our fixed income strategy to avoid the upcoming pressure on long-term bond returns.

7. Inflation moves higher.  The current core CPI rate should move above 2.0% during 2018.

8. Business & consumer confidence continues to improve.  The prospect of lower regulations and lower taxes should nudge economic growth upward-above 3.0% for the year.
9. Oil prices could surprise on the upside.  While we have forecasted a sideways move this year, crude prices (now above $70 per barrel) seem to have upward momentum.  We continue to believe a bottom was set in 2016.
10.  U.S. Economic growth to strengthen.  Economic growth and corporate profits should improve – we see no imminent sign of recession.
11. Employment improves.  The labor market will continue to produce historically low levels of unemployment and the labor force will increase.
12. Stock market will be bumpy but will generate solid, positive returns for 2018.  We have largely recovered from the correction in February and still believe returns for the year will be solidly positive.  Successful tax and regulation reform and continued strength in corporate profits should offer intermediate-term opportunity. 

13. Our long-term forecast remains unchanged.  We believe the stock market, while still subject to periodic corrections, is in an upward trend.

In Summary
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We believe the economy is healthy and corporate profits are improving.  As we have reiterated each quarter since the bear market of 2008, our investment strategies change with market conditions but our principles do not.  Just as our principles have not changed, our long-term optimism remains in tact.  We recognize that during times of uncertainty, communication is important.  It is a pleasure doing business with you.  We appreciate your confidence in us, especially during uncertain times.
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Tingey Advisors, Inc., founded in 1996, is a registered investment advisor with the Securities and Exchange Commission.  If you wish to receive the most recent copy of our ADV, please notify us.  We invite you to visit our web page at www.tingeyadvisors.com or call us at (801) 352-8166.  Any forward-looking statement mentioned above is subject to risk and uncertainty.
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