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Although markets were less turbulent in the second quarter than the first, volatility persisted as
investors shifted their focus from improving U.S. growth data to trade, currencies and diverging
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monetary policies. As we enter the second half of the year, the U.S. economic expansion continues,
supported by an upbeat consumer, strong corporate earnings, contained inflation, deregulation and
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tax reform. Outside the U.S., the softening economic data and signs of rising credit risk call for added

Founder, Chairman and Global CIO

caution but do not preclude investment opportunities. Our positioning reflects the following beliefs:
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» Fears of an imminent U.S. recession are premature; tax policy and a more business-friendly
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regulatory environment provide long-term catalysts for the economy.
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» Although conditions outside the U.S. are less encouraging, positive global growth should
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continue, albeit with growing divergence among countries.
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» Mid-term elections, trade concerns, more normalized U.S. interest rates, and a higher level of
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global economic uncertainty will fuel volatility into the autumn. This turbulence does not signal
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the end of the bull market in equities.
» The risks to watch most closely include continued tightening of global liquidity conditions,
heightened escalation in trade uncertainty, and building political pressures in the EU.

MARKET REVIEW
The U.S. equity market rebounded from a difficult first quarter, with growth-oriented companies—especially technology names—leading.
U.S. convertible securities delivered solid returns, as investors grappled with the prospect of rising interest rates and sought opportunities
to participate in equity upside. In contrast, Fed tightening and a flattening yield curve created headwinds for bond markets. Non-U.S.
markets, particularly emerging markets, struggled under the weight of softer economic data, weaker currencies and trade concerns.
FIGURE 1. GLOBAL ASSET CLASS PERFORMANCE, 2Q 2018 AND YTD
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Global and International Strategies

Propelled by the tailwinds of deregulation and tax reform, the U.S.

Trade, monetary policy and political uncertainties clouded the global

economy is positioned for continued growth. Encouraging employment

equity markets during the quarter, and the near-term risks have

data, rising home prices, healthy consumer activity, and improving

increased. However, the skies could clear quickly. We are not ruling

sentiment in manufacturing are among the factors that support our

out a rebound this year, and the longer-term growth opportunities in

positive outlook through the remainder of the year, and likely longer.

global markets remain fully intact. In this environment, we have sought

Small and mid-size businesses, a key engine of economic activity, are

to reduce downside risk exposures without sidelining our strategies

also in growth mode. Wage growth has been subdued and inflation is

from participating in a near-term rebound. We maintain our emphasis

within expectations. The Fed’s course to normalizing monetary policy

on secular growth and cyclical growth areas, with less exposure to

has been gradual and largely expected. We expect corporate earnings

defensive areas. As always, we are seeking out the best bottom-up

announcements to be strong over these next weeks, as well as through the

opportunities—those with quality fundamentals and accelerating

second half of the year. Higher oil prices, wages and tariffs should push up

growth characteristics. Emerging markets, including China, remain

inflation modestly, but not to extremes.

well represented in our portfolios, but we have brought down our
allocations from higher levels earlier in the year.

Many investors have questioned how much longer this current expansion
can last, as it has already run for more than nine years. For much of this

Several factors have contributed to our current positioning. The

period, growth has been unusually shallow, only shifting into higher gear

softening in non-U.S. economic data in the second quarter, rising

more recently. As a result, we believe this expansion can be sustained

geopolitical tensions in Europe and very public trade negotiations

further. (For more on this, see our recent post.) Although interest rates

occurred as the U.S. economy began to surprise on the upside again.

are rising, credit risk is still contained in the U.S., which supports our view

Also, the Fed has diverged from the more accommodative European

that the end of the economic cycle is not imminent. As middle and lower

Central Bank and the Bank of Japan, and the impact of U.S. dollar

income consumers strengthen their footing, they can help extend the

repatriation from tax reform is beginning to play out. As a result, global

current expansion. The full impact of tax reform and deregulation will

financial conditions have tightened, putting pressure on risk assets,

be reaped over time, providing long-term growth catalysts for large and

particularly outside the U.S. The U.S. dollar’s strength is evidence

small businesses.

of some of these stresses and highlights the vulnerability of some
developing economies that are more reliant on capital flows for funding.

Nonetheless, we expect market volatility to increase as the cycle ramps
up and the Fed continues tightening. Trade policy will be a key source
of worry for investors, but we remain hopeful that what we are seeing

Additionally, recent Fed comments have signaled that it may implement
monetary policy with less regard for international financial stability than
markets have grown to expect.

now is setting the stage for more free and equitable trade over the long
term. There may be near-term disruptions as policy takes shape, and we

However, there have been early fundamental signals that the European

are closely monitoring corporate announcements to gauge the potential

and Chinese economies are reaccelerating. Economic surprises have

impact of tariffs on the earnings of specific companies and industries. As

ramped up again and PMI data has returned to a favorable trend

mid-term elections approach, market turbulence will grow. However, we

(Figures 2 and 3). Further improvements in economic data over these

could well see a post-election autumn rally as market participants shift

next weeks would indicate that the recent weakness was an “air

their focus back to economic fundamentals.

pocket,” similar to what we’ve seen several times during the U.S.
recovery. This could buoy the global markets rapidly, particularly if trade
tensions deescalate.
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balanced portion of the convertible universe we favor. Additionally, the
majority of convertible issuers have continued with the common practice

FIGURE 4. GLOBAL CONVERTIBLE ISSUANCE SOARS IN 2018
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has created agitation in some circles and raised fears of recession. While
it is true that inverted yield curves have typically preceded recessions,
yield curve inversion is better thought of as a process rather than a single
event. As we explained in a recent post, the yield curve has been moving
toward inversion for many years now, and the economy has kept going
while the pressures have built. Once the curve inverts, historically we
have seen lags of months—and at times, more than a year—between
inversion and recession. So, an inverted yield curve does not toggle the
economy from growth to recession overnight.
We are closely monitoring many other factors, in addition to Fed
policy and the yield curve. These include tariff escalations (which have
recently contributed to flight to quality), global oil production, and U.S.
dollar strength and its impact on emerging market economies. In the
economically sensitive high yield space, issuer fundamentals are attractive,
but market dynamics have become more challenging. In contrast, in

analysis are more crucial than ever. Across the bond market, we believe
our core competency in credit analysis will be especially advantageous.
Presently, our analysis has led us to favor asset-backed and corporate credits
over Treasury bonds and mortgage-backed bonds. Within high yield, the
team continues to build meaningful overweights in “best idea” issuers with
improving fundamentals and debt-service capabilities. Our bond-by-bond,
bottom-up portfolio approach includes a process for selecting preferred
individual issues among those available from a “best idea” issuer dependent
on bond structure and yield curve positioning. From a sector standpoint, this
has led us to emphasize consumer non-cyclicals and energy credits.

Conclusion
The need for active risk management has increased at this point of the
economic cycle. However, with appropriate attention to downside,
there are ample reasons to maintain a well-diversified portfolio as the
global growth story runs its course. We will continue to combine our
understanding of the investment cycle, our proprietary research, and long
experience investing through a variety of market settings. We believe this
will allow us to properly position our clients for the environment ahead.
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