
 
 

 

 

 

Mid-Year 2018 Outlook 

The current U.S. equity bull market is the longest in postwar history and the current U.S. 

economic expansion is the second longest in its history. However, age is not a great predictor of 

either the end of bull markets or the end of economic expansions. There are still no signs of 

inflationary overheating, overvaluation of the equity market or other financial excesses that 

would derail the underlying bull market or economic expansion. 

We believe U.S. equities remain supported by a stengthening economy with strong earnings, 

low bond yields and tame inflation. P/E multiples have contracted about 11% this year leaving 

the S&P 500 at  what we consider to be a reasonable 17.6X estimated 2018 earnings and 16.5 

times 2019 earnings. For the full year 2018, we expect S&P 500 earnings will rise a robust 19% 

to $159 per share, aided by the one-time benefit of the corporate tax cut. This will put the S&P’s 

earnings yield at 5.7%. After deducting the 10-year U.S. Treasury yield of nearly 2.9%, the 

earnings yield/bond yield spread is 280 bps in favor of equities, well above the median spread of 

80 bps since 1957.  

We continue to favor value stocks that trade at a large discount to the S&P’s P/E and provide 

compelling value opportunities. Accordingly, we believe our Relative Value Equities strategy is 

positioned to profit from currently out of favor value stocks.  High growth momentum mega-cap 

tech stocks - - Facebook, Amazon, Apple and Google - - comprise about 12% of the S&P 500 

and drove almost all of the S&P’s return so far in 2018. Netflix, with a stock that has tripled since 

the beginning of 2017, is deeply cash flow negative and plans to add to its $8.5 Bn of junk debt 

to finance its needs. With investors and index funds chasing these crowded momentum stocks, 

several compelling, out of favor, contrarian value equities are left trading at steep discounts from 

intrinsic value. We expect that select value stocks will again outperform, as their intrinsic value 

gets recognized, but it takes patience.  

Two near-term headwinds bear monitoring: 1) The slope of the yield curve and 2) Escalating 

trade tensions.  

Slope of the Yield Curve - Recessions are the main cause of bear markets and one of the best 

lead indicators of recession is the shape of the yield curve. A significant tail risk to markets is a 

policy mistake from the Fed or the ECB. A large move from the currently nearly flat yield curve 

to one that meaningfully inverts, with short rates moving well above long rates would raise the 

risk of recession.  While long term yields have remained anchored by low inflation short maturity 

yields have risen steadily since late last year (although we don’t think a steeply inverted yield 

curve is likely). 
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Chart 1: One Month T-Bill and CD Yields 

 

 Source: Morgan Stanley 

The Fed is likely to gradually hike rates, despite trade risks and the flattening yield curve, until it 

reaches a neutral Fed Funds rate of about 2.75%, a level that would be reached with another 4 

rate hikes by the end of 2019. We don’t expect this rate to be pushed much higher by the Fed in 

the absence of a meaningful rise in inflation. A modestly inverted yield curve would raise a 

yellow flag for a market correction and a sharply inverted yield curve would raise a red warning 

signal that a recession might ensue, roughly 14 months later based on average historical data.  

The green in following chart shows the narrowing in yield spreads between short and long-term 

yields, with long term rates having risen much less due to low long-term inflation expectations.  

Chart 2: 2 Year, 10 Year, and 10-2Year Treasury Yield Spread 

 

 Source: Bloomberg 
2s 10s spread 
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Fed Chairman Powell is well aware of the risks of raising rates too quickly. He stated recently 

that although we are “returning rates to a more normal level, if we move quickly, then we can 

unintentionally put the economy into a recession or cut off the return of inflation at 2 percent”. 

The Fed is willing to let inflation move above its 2% target near term rather than risk 

overreacting and triggering a recession.  

Escalating Trade Tensions - Escalating trade tensions with China and U.S. geopolitical allies in 

the EU, Canada and Mexico are a large tail risk to the markets that is likely to add volatility to 

risk asset prices. Trade tariffs, both imposed and threatened, aren’t likely to significantly impact 

the outlook since they would reduce GDP by less than 0.5%. However, the ancillary effect on 

risk asset prices, confidence and supply chains could increase that impact.   

 

Chart 3: U.S. Trade Tariffs 

 

 Source: Goldman Sachs 

 

Second Quarter Fixed Income Market Recap 

The U.S. Treasury sector returned +0.10% and Agency MBS returned +0.24% for the quarter, 

which rewarded the sectors where our fixed income portfolios are concentrated. In contrast, 

corporate credit returned -0.87% and investment grade credit returned -2.99% YTD, which 

ranked as the third worst YTD performance since 1994.  
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Chart 4: Historical YTD (Jan-Jun) total return of US Investment Grade Credit 

 

 Source: Bloomberg, MD Sass 

 

 

The FOMC increased its 2018 year-end median Fed Funds target rates from 2.125% to 2.375% 

at its June meeting as noted below.  

 

 

Chart 5: Federal Reserve Dot Plot 

 
  2018 2019 2020 LT 

FOMC Dots Median 6/13/18 (Green) 2.38 3.13 3.38 2.88 

Market Implied (White) 2.27 2.62 2.64   

 

 Source: Bloomberg, MD Sass 
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U.S. economic growth is accelerating, supporting the sharp drop in unemployment. 

 

Chart 6: U.S. Unemployment Rate 

 

 

Yield Differentials Favor U.S. Assets 

 

The yield differential between the U.S. and other developed markets favors U.S. assets and has 

been a key reason for recent U.S. Dollar appreciation.   

Chart 7: Major Developed Market Government Yields as of end of Q2 

 

 Source:  Bloomberg, MD Sass 

 2 Year 5 Year 10 Year

US 2.53% 2.74% 2.86%

UK 0.72% 1.03% 1.28%

Japan -0.12% -0.11% 0.04%

Germany -0.67% -0.30% 0.30%

http://fred.stlouisfed.org/graph/?g=klvE
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Investment Grade Credit Spreads Widening  

Tightening Fed policy and U.S. Dollar strength has raised concerns about Emerging Market 

countries’ ability to service hard-currency debt. Investment grade credit spreads widened due to 

repatriation and the new Base Erosion and Anti-abuse Tax (BEAT) provisions of the tax reform 

and the corporate bond market has experienced significant M&A related new issuance.  

Chart 8: Bloomberg Barclays U.S. Aggregate Corporate OAS and YTW 

 

Source: Morgan Stanley 

MBS Outlook  

 

Our base case is that rates should continue to drift upward modestly and incrementally.  

Chart 9: 1-year changes in U.S. Treasury Yields 

 

6/30/2017 3/31/2018 6/30/2018 
Yearly 

Change 

2-Year UST yield 1.38% 2.27% 2.53% 1.15% 

5-Year UST yield 1.89% 2.56% 2.74% 0.85% 

10-Year UST yield 2.30% 2.74% 2.86% 0.56% 

30-Year UST yield 2.84% 2.97% 2.99% 0.15% 

 

Source: Bloomberg  
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As higher mortgage rates reduce the economic incentive for mortgage refinancing it implies a 

slower prepayment rate that benefits our MBS holdings by enabling the strategy to earn the 

premium coupon for a longer period of time.   

 

Chart 10: Freddie Mac 30-year Mortgage Rates 

 

Source: MD Sass, Bloomberg 

 

Chart 11: Treasury Option Adjusted Spread for 30-year Fannie Mae 3.5% Coupon 

 

Source: JP Morgan 
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Finally, as a specialist within the U.S. Agency MBS space, in addition to conventional single 

family MBS, our universe of available products also encompasses the following: 

 

 

 

*     *    * 

 

Past performance is not indicative of future results.  M.D. Sass does not guarantee any minimum level of 

investment performance or the success of any of its investment strategies, and investors may incur 

losses.  M.D. Sass does not provide tax or legal advice, or determine an investor’s investment objectives, 

risk tolerance or suitability.  While the information contained herein from third parties were from sources 

we believe to be reasonably reliable as of the date hereof, M.D. Sass accepts no responsibility or liability 

for any errors or omissions or misstatements however caused related thereto. 

 

Opinions expressed herein are those of the authors, are subject to change, are not guaranteed and 

should not be considered investment advice. 

 

July 18, 2018 


