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The Return of Market Volatility 
By Neil McPeak Jr. 
 
In our last commentary, we wrote about “the perfect year” for the stock market in which stocks 
posted positive returns every month for the entire year of 2017. The start of 2018 has been quite 
different, with an increase in volatility over the past three months. 
 
After posting a 5.7% return in the month of January, the S&P 500 
was down -3.7% in February and -2.5% in March. In the past three 
months, the S&P 500 experienced six trading days of +/- 2% 
moves. This is a contrast to investors’ experience in 2017, when 
the market saw no major swings. After an unusually calm market in 2017, volatility has returned 
and has created a bumpier ride for investors.i 
 
Trade war with China, rising interest rates, and regulation of large technology firms are all 
reasons for market volatility. While we are watching these topics closely, we are still positive 
about stocks over the long term. Earnings from US companies are expected to increase by 17% in 
the first quarter of 2018 and nearly 20% for calendar year 2018, believed largely due to tax 
reformsv. This would mark one of the greatest increases in earnings since 2011. This increase in 
earnings could push stocks higher. For long term investors, we look at some of the recent market 
declines as good entry points. 
 
We are acutely aware however, that we are in the late stages of the current market cycle. As such, 
we are also looking for conservative ways to invest cash in short term CDs, municipal bonds and 
corporate bonds. 
 
Tariffs & China Trade War 
Both the US and China have announced tariffs on each other’s goods. This has sparked fear of a 
trade war that could hurt global trade and economic growth. Below is a timeline of the recent 
tariff squabble: 
 
January 19th – The US announces first tariffs on solar panels and washing machines.  
March 9th – The US imposes a 25% steel and 10% aluminum tariff. 
April 2nd – China responds with proposed tariffs worth $3 billion on 120 US products. 
April 3rd – The US threatens to impose an additional $50 billion in tariffs on Chinese goods. 
April 4th – China intends to retaliate with $50 billion in tariffs on US goods. 
April 5th – Trump announces his intention to impose tariffs on $100 billion of Chinese goods. 
April 5th – China responds, stating that they will impose tariffs in lockstep with the US.ii 
 
As of this writing, none of these tariffs have gone into effect. The US intends to hold public 
hearings sometime in May, and has 180 days after that to decide whether to go through with these 
tariffs.iii China has avoided setting any specific date to impose tariffs. China’s leader, Xi 
Jingping, 
recently expressed willingness to improve trade relations with the US which has cooled some of 
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the tariff concerns. 
 
 
This tariff dispute could bring the countries to the table to discuss their primary grievances. For 
the US, the main issues are a $375 billion trade deficit with China and China’s unfair business 
practices. For years, US companies have entered into “joint ventures” with Chinese firms to gain 
access to mainland China. During these joint ventures, China has forced US companies to hand 
over proprietary technology. 
 
From China’s perspective, they do not see the US trade imbalance as a problem. They believe that 
the US trade deficit is a result of many other factors, including “automation, evolving global 
supply chains, increased competitiveness of Chinese firms, the Federal Reserve’s normalization 
of interest rates, and Congress’s deficit-increasing tax cuts.”iv 
 
A full trade war with China seems unlikely. Both the US and China have stated that they do not 
want a trade war. In addition, Xi Jingping’s recent comments regarding his willingness to work 
on global trade is encouraging that the US and China will find a middle ground. 
 
Federal Reserve 
The US Federal Reserve raised the Fed Funds Rate by 0.25% to 1.75% during their March 
meeting. This is the sixth interest rate increase in three years. The Fed indicates that US economic 
growth has stabilized and they are now working to fight anticipated inflation likely caused by the 
tax reform. 
 
The purpose of raising interest rates is to slow down economic growth. The Fed’s intention is to 
regulate the economy from growing too fast, leading to rapid inflation, and making sure that the 
economy does not fall deep into recession. This is a delicate balancing act.  
 
The Fed aggressively raising interest rates is a sign that we are in the late stages of our current 
market cycle. Each of the last nine recessions over the past 30 years has happened during a period 
when the Fed was aggressively raising interest rates. In the chart below, the shaded areas are 
recessionary periods while the lines indicate the Fed Funds Rate. You can see that each of the last 
nine recessions have coincided with increases in the Federal Funds Rate. 
 

 



 
Due to this connection between the Fed raising interest rates and recessionary periods, we are 
watching the movements of the Federal Reserve very closely. The good news is that conservative 
investments, such as short term CDs, muni bonds, and corporate bonds are becoming more 
attractive. As the Fed raises rates, yields on short-term fixed income increase as well. 
 
We have been using these short term investments as cash alternatives. A one month Treasury 
bond, guaranteed by the government, now yields 1.624%. Two years ago, a one month Treasury 
yielded 0.196%. While these short-term fixed income investments will not significantly grow 
wealth over time, they are a great holding place for cash. 
  
Earnings Growth & Investment Opportunities 
Earnings from companies in the S&P 500 are expected to increase by 17% in the first quarter of 
2018 and nearly 20% for calendar year 2018. This quarterly increase would represent the highest 
growth rate since Q1 of 2011 at 19.5%.v  
 
This is significant. The recent market pullback coupled with a dramatic increase in earnings has 
created investment opportunities in pockets of the stock market. We are favoring companies in 
the financial, technology, telecom, and healthcare sectors, either for their expected earnings 
increases or for their valuations.  
 
In the Diversified Stock Income Plan (DSIP) model, which invests in high quality companies that 
consistently increase their dividends, the yield on the portfolio is approaching 2.75%, which is in 
line with the yield on the 10-year Treasury bond of 2.77%. Over the past few months, we have let 
the cash build in the DSIP portfolio to as much as 5% of the total account value. During these 
market declines, we have been reinvesting this cash, buying high quality companies that have 
declined in price. 
 
This strategy has been successful over time and is a similar 
strategy used by Warren Buffett at Berkshire Hathaway. He 
just happens to be working with significantly more cash 
(roughly $116 billion).vi We will continue to let the cash build 
in your DSIP accounts and will reinvest when we see 
opportunity. 
 
In our ETF and Alpha Models, allocations to small and mid-cap stocks as well as emerging 
markets have delivered outperformance.  
 
Tax reform is slated to help small and midsized companies the most, as they have historically 
paid more in taxes than large companies. Also, the recent tariff rhetoric has spread a message of 
“Buy American.” This means buy the goods of small and mid-sized companies that do most of 
their business in the US. 
 
After recording a 31% return last year, Emerging market stocks still look attractive. Emerging 
market companies are valued at 12 times forward earnings versus 16 times forward earnings for 
the S&P 500. Emerging market stocks offer investors the ability to diversify their portfolios and 
buy companies throughout the world trading at a somewhat significant discount to the S&P 500. 
 
As a result of allocations to small cap, mid cap, and emerging market stocks, six out of seven ETF 
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and Alpha model portfolio are outperforming their benchmarks for 2018.  

Index Returns: US Large Cap Equity: S&P 500 Index; US Small Cap Equity: Russell 2000; Non-US Developed 
Equity: MSCI EAFE; Emerging Markets Equity: MSCI EM Emerging Mkts; Commodity: Bloomberg Commodity 
Index; Investment Grade Taxable Bonds: Barclays US Aggregate Bond; Investment grade Tax Exempt Bonds: 
Barclays Muni Bond; High-Yield Bonds: BofA ML High Yield Master II 

As PIM portfolios are separately managed, the individual client account holdings will vary, perhaps significantly, from those 
listed on this factsheet. A client opening an account today may, or may not, be invested in securities. For the most recent portfolio 
composition please contact the PIM Manager. Please see your Wells Fargo Advisors Client Statement for your most current 
holdings. The minimum account size for this program is $50,000. 
 
The Private Investment Management program is not designed for excessively traded or inactive accounts, and may not be suitable 
for all investors. Please carefully review the Wells Fargo Advisors advisory disclosure document for a full description of our 
services. 
 
Investments and investment strategies contained are provided for informational purposes only. We would need to review your 
individual situation before recommending appropriate strategies to you. Stocks offer long-term growth potential, but may 
fluctuate more and provide less current income than other investments. 
 
Investing in fixed income securities involves certain risks such as market risk if sold prior to maturity and credit risk especially if 
investing in high yield bonds, which have lower ratings and are subject to greater volatility. All fixed income investments may be 
worth less than original cost upon redemption or maturity. 
 
Dividends are not guaranteed and are subject to change or elimination.  
 
While stocks generally have a greater potential return than government bonds and treasury bills, they involve a higher degree of 
risk. Government bonds and treasury bills, unlike stocks, are guaranteed as to payment of principal and interest by the US 
Government if held to maturity. 
 
The opinions expresses here reflect the judgment of the author as of the date of the report and are subject to change without 
notice. Statistical information has been obtained from sources believes to be reliable, but its accuracy and completeness are not 
guaranteed. 
 
Wells Fargo Advisors is a trade name used by Wells Fargo Clearing Services, LLC, Member SIPC, a registered broker-dealer and 
separate non-bank affiliate of Wells Fargo and Company. 
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i JP Morgan – Weekly Commentary 
ii http://money.cnn.com/2018/04/08/news/economy/trump-china-us-tariffs-trade-timeline/index.html 
iii https://www.wsj.com/articles/u-s-announces-tariffs-on-50-billion-of-china-imports-1522792030 
iv https://www.brookings.edu/blog/order-from-chaos/2018/02/27/how-to-avert-a-trade-war-with-china/ 
v Zacks Investment Management 
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vi https://www.reuters.com/article/us-berkshire-buffett/with-116-billion-cash-buffett-says-berkshire-needs-huge-
deals-idUSKCN1G80N1 


