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In an industry where high 

quality, objective advice is 

hard to come by, we make a 

diff erence by putting the client’s 

interests above our own.

Acropolis was born
from a simple idea:

Strong Fundamentals, Risks Abound

www.acrinv.comInvesting In Your Interests.

at the moment, the market seems relatively unperturbed.  
So far this year, outside of the sharp rally and sell-off  in January when 
volatility spiked, stock investors seem focused on fundamental factors.  Th e 
US economy is humming along with GDP expected to deliver growth near 
three percent this year and unemployment is extraordinarily low at four 
percent (and was 3.8 percent in May, the lowest rate since 1969).  Wall Street 
forecasts that earnings growth in the second quarter will be 20 percent, which 
is on top of the realized 24.8 percent earnings growth in the fi rst quarter. 
Th e Federal Reserve and its new Chair Jerome Powell were confi dent enough 
to raise rates in June and signal that two more hikes are likely this year, followed 
by three or four more next year.  If the Fed follows through with this and 
the bond market doesn’t change its views, the yield curve will invert, which 
means that short-term rates are higher than medium and long-term rates.  
Historically, an inverted yield curve has been a signal related to recessions, as 
Ryan points out on page three.  
In conjunction with relatively high stock market valuations and the possibility 
that the trade skirmish develops into something greater, investors should be 
aware of the potential risks.  At the same time, however, it’s important to 
realize that it may take some time for these risks to play out, measured in 
quarters or years.  In the near term, it’s likely that markets will continue to 
concentrate on the strong fundamental economy and earnings.

Although the market wasn’t as quiet 
as it was last year, when volatility 
was completely dormant, things did 
cool down from the fi rst quarter.  
Th e fi nancial media focused 
intently on the escalating trade 
tensions, but the market action in 
the US seems to imply that this is 
more of a ‘trade skirmish,’ instead 
of a ‘trade war.’  It’s not possible to 
say where things go from here, but 



“Advisors can create the 
best portfolios in the 

world, but they won’t really 
matter if the clients don’t 

stay in them.” 
  - Harry Markowitz

Nobel Prize Winner & 
Father of Modern 
Portfolio Theory
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Stock Market Summary
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Data Source: Bloomberg

US stocks rose higher in the second 
quarter of  2018. Th e dominant  
headlines for the quarter revolved around 
trade wars as the US implemented 
tariff s on Chinese, European Union, 
Canadian, and Mexican imports while 
continuing to threaten additional tariff s 
amidst the risk of retaliation.
Despite the headwinds, US stocks rose 
higher throughout the quarter turning 
fi rst-quarter losses into year-to-date 
gains. International and Emerging 
stocks did not fare as well, largely due 
to a strengthening US dollar as the 
DXY Index (an index that measures the 
US dollar against other currencies) rose 
almost fi ve percent over the quarter. 
Th e Fed also raised rates to a range 
of 1.75 percent to 2.0 percent, but 
markets took this in stride as it was 
widely anticipated.
Stocks had a risk-on mentality as  
smaller US equities out-performed 
larger US equities across the board, 

with micro-cap stocks being the best 
performing asset class. 
Within the S&P 500 Index, eight 
of the eleven sectors were positive. 
Th e Energy sector was the best 
performer, rising 13.5 percent as oil 
prices continued to rally higher. 
While oil prices dipped near the end 
of the quarter as OPEC announced 
plans to increase production, they 
were higher overall as WTI Oil 
fi nished above 74 dollars per barrel. 
Value stocks continued to 
underperform both growth and the 
broad market as the Russell 1000 
Value Index returned 1.2 percent 
while the Russell 1000 Growth 
Index gained 4.0 percent.
While its year-to-date performance 
is not very impressive, Real Estate 
was one of the best performing asset 
classes over the quarter, rising 9.4 
percent to erase its losses and show a 
year-to-date gain of 1.3 percent.
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“Diligence is the mother of 
good fortune.”

- Miguel de Cervantes 
Author, Poet, Playwright, 
Soldier and Accountant
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Bond Market Review
By Ryan Craft, CFA 

Data Source: Bloomberg

Interest rates continued to climb 
throughout the second quarter with 
yields now 50 bps higher across 
most maturities year to date.  For 
the quarter, the Bloomberg Barclays 
Aggregate bond index posted a total 
return of -0.16 percent, bringing 
its year to date total return to -1.62 
percent.  Th e good news for investors 
is that bonds are now providing 
attractive yields, pointing to higher 
fi xed income returns in the future.
Th e Federal Reserve increased short-
term rates by 25 bps at its June 
meeting.  It also updated its forecast 
for the future path of Fed Funds, 
pointing to two additional 25 bps 
hikes in 2018 and 3-4 bumps in 
2019.  All of the rate hikes thus far 
have been viewed as reducing the 
extreme stimulus that has been in 
place since the fi nancial crisis.  Now, 
the Fed has indicated that it views 
the current level of rates as neutral, 
where it is not stimulating nor 

hindering the economy.  However, if 
they follow the current forecast for Fed 
Funds, they will be actively tightening 
policy and slowing the economy by this 
time next year.
Th is partially explains why long-term 
rates have fallen since the last rate hike 
as the market is beginning to worry that 
the Fed is becoming a headwind to the 
economy and market.  
Th e yield curve has continued to fl atten 
all year but accelerated after the meeting.  
Th is means that the diff erence in yield 
between long-term rates and short-term 
rates has gotten smaller.  Based on our 
prior research, while the current yield 
curve is fl attening it is still not signaling 
any danger.  Only yield curves that 
are fl at or inverted have been highly 
correlated with recession.  
If long-term rates do not increase, the 
yield curve will invert in 2019 and the 
shape of the yield curve will become an 
even bigger topic going forward.



“Change is not made 
without inconvenience, 

even from worse to better.”
 - Richard Hooker,  

Priest

By David Ott
Changes Coming to the S&P 500
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Continued on next page.

In the old active-versus-passive 
debate, the S&P 500 serves as the 
champion fi ghter in the passive 
corner.   Th at’s funny, because the 
S&P 500 is hardly passive.
For example, it’s not a list of the 
largest 500 companies, but a curated 
list of stocks chosen by the index 
committee at Standard & Poor’s.  
Most of the diff erences between 
the index and the actual list of the 
largest 500 companies are relatively 
small.
Th at said, the largest exclusion from 
the bellwether index was Warren 
Buff ett’s Berkshire Hathaway, which 
wasn’t added to the index until 
2010, despite being one of the ten 
largest publicly traded companies in 
the index.
In September, S&P will further 
prove that their most famous 
index isn’t passive when they 
shake up their sector classifi cation 

system.  Th e smallest sector, 
Telecom, will change its name to 
Communications and stocks from 
the Technology and Consumer 
Discretionary sector will be 
reclassifi ed as Communications.
Th is isn’t the fi rst time they’ve done 
this kind of reclassifi cation.  Just last 
year, they split Real Estate Investment 
Trusts (REITs) from Financials into 
their own, standalone sector (which, 
incidentally, will be the smallest 
once Telecom is restructured).  
Th e chart below shows the current 
and expected sector weights based 
on the reclassifi cation.
Th e change may not look like much 
in the chart below, but it aff ects eight 
percent of the total S&P 500 market 
cap, cuts the Technology sector 
by 21 percent and the Consumer 
Discretionary sector by 25 percent.  
Moreover, the Communications 
sector will become the fourth 
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largest sector, behind Technology, 
Financials, and Healthcare.
When you look at the stocks in the 
reclassifi cation, there is a common 
thread in that the stocks are mostly 
media content, media-delivery 
or advertisers. For example, the 
three largest stocks moving out of 
Consumer Discretionary and into 
Communications are Comcast, 
Disney and Netfl ix.  Th e largest 
Technology stocks making the shift 
are Alphabet (parent of Google) and 
Facebook.
One of the most interesting 
outcomes of the change is that 
Amazon, currently the largest share 
of the Consumer Discretionary 
Sector, will become an even larger 
part of that sector.  My calculations 
suggest that it will go from being 
22.0 percent of the sector to 29.5 
percent – a whopping 34 percent 
jump!
It’s hard to know how Amazon 
should fi t into the sector classifi cation 
system at this point.  As a bookseller, 
Consumer Discretionary makes 
perfect sense, but now that its 
cloud business has become so large, 
shouldn’t it be in Technology?  What 
about its acquisition of Whole Foods 
or its desire to get into Healthcare?  
(Could Amazon bring back the 
conglomerates of the 1970s as GE 
continues to dismantle itself?)
For the portfolios that have individual 
stock positions, we are going to have 
to put on our thinking caps.  Right  
     

now, we equally weight the seven 
largest sectors, which doesn’t include 
Telecommunications. 
Since Communications will be a 
large sector, it seems to me that 
we’ll allocate towards it, although 
we haven’t spent much time on 
this subject in our Investment 
Committee meetings.
Fortunately, or unfortunately, there 
is no backtest that will allow us to 
optimize based on past performance.  
An interesting question will be 
how this aff ects our overall value 
tilt.  It appears that the new 
Communications sector will have 
a pretty strong growth tilt.   S&P 
thinks that it will be about 58 
percent growth oriented and only 
22 percent value.
We look for the stocks with the best 
companion of value and quality in 
each sector, and if the whole sector 
has a lot of growth, then we’ll look 
like more growth overall.  Th e 
current Telecommunications sector 
is 100 percent value, but we’ve 
historically excluded it because it’s 
so small.
In any case, we’ll be spending the 
summer contemplating the best 
course of action as we learn more 
about the upcoming changes.  
As one of my favorite clients likes 
to say, it’s important to use good 
judgement in the decision making 
process, and, of course, we’ll be 
doing just that.



“The habit of giving only 
enhances the desire to 

give.”
 - Walt Whitman, Author

By David Ott

The Risk of Recession

6    |   Acropolis Investment Management® Investing In Your Interests.

portfolio insights

Earlier this year I attended a 
Financial Planning Association 
(FPA) meeting here in Chesterfi eld 
presented by William Emmons, an 
economist from the Federal Reserve 
Bank of St. Louis.
His presentation, titled “Recession 
Risk in 2018 is Greater Th an You 
Th ink,” was fascinating.  Despite 
what people say about government 
workers and folks from the Federal 
Reserve, I thought Mr. Emmons 
was smart, fair and thoughtful – 
important traits for an economist.
Mr. Emmons started with the idea 
that recessions come in three diff erent 
varieties.  First, the economy can 
become ‘over-extended’ and run up 
against labor or capital constraints.  
Examples of these types occurred 
after long expansions in 1969, 1990 
and 2001.
Th e second variety arises when 
fi nancial conditions deteriorate, 
either sharply or cumulatively.  
Examples include the 1980 and 
1982 recessions brought on by 
Federal Reserve tightening and the 
2007-08 fi nancial crisis brought on 
by falling home prices.
Lastly, some recessions come out of 
left fi eld, like the 1973 OPEC oil 
shock.  Although all recessions are 
hard (if not impossible) to forecast, 
this type is totally impossible.
Th en, Mr. Emmons presented two 
signals that seem to have some 
ability to predict that a recession 

may be on the horizon.  Th e fi rst 
signal simply looks at the current 
unemployment rate versus the 
average unemployment rate for the 
previous 10-years.
Th e second signal looks at the 
diff erence between short and long-
term interest rates compared to the 
average diff erence over the previous 
10-years.
His presentation made it appear 
as if a recession was imminent 
until I noticed that he made the 
presentation in 2016 and was still 
using the same data a full year later.  
Although I absolutely took Emmons 
as a fair broker of information, I had 
a few questions.  Th e fi rst question, 
which I asked him, was whether he 
had looked at these signals in other 
economies.  One of the problems 
with analyzing recessions is that 
there just isn’t much data – the chart 
shows 50 years of data, but there are 
only six recessions to analyze.  He 
said that he hadn’t done this kind of 
‘out of sample’ research.
Th e second problem is that you can’t 
see whether or not there are any false 
positives.  Did these signals predict 
two dozen of the last six recessions?  
I think Emmons would have said as 
much, but since he hadn’t looked 
at these signals in other countries, I 
decided to pull the data for myself.
Although I didn’t test any overseas 
markets, there aren’t any false 
positives in the US.  Th e combined 
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signals, shown above, do seem to 
foreshadow recessions (highlighted 
in gray), but the signals can be 
deeply negative many years ahead of 
the actual recessions.
Even though Emmons shows an 
‘early warning’ slide a year ahead of 
each recession, those early warnings 
start much earlier than one year. You 
certainly wouldn’t have wanted to 
act on the signal in 1986, 1995 or 
2005 – years ahead of the recessions 
or stock market corrections.
Th ird, the chance of a recession is 
higher than I thought.  If you had 
asked me before the presentation 
what the chance of recession was, I 
would have said 10 or 15 percent.  
Th at’s a relatively low number, 
mostly meant to say that the chance 
is always something.  I don’t know 
what I would say now, but something 
higher than 10-15 percent, maybe 
15-20 percent.

I can’t say what would cause a 
recession, but that’s the thing about 
the economy and markets – causes 
often seem easy to identify in 
hindsight, but are perilously diffi  cult 
to predict in advance.  
While the risk is higher than I 
thought, it’s not enough for me to 
abandon our buy and hold approach.  
We set asset allocations based on 
long-run risk and return estimates 
knowing that neither we nor the 
Fed can predict the economy or the 
markets.
As always, it’s good to be aware of 
the risks so that you can make sure 
that clients are comfortable with 
their asset allocation.  Th anks to the 
high market valuations, I’ve been 
saying that there is no time like the 
present to make sure that you’re 
satisfi ed with your stock/bond mix. 
Th at’s as true now as ever.



Data Center  2018 YTD 

Dow Jones  -0.73%

S&P 500  2.65%

S&P Midcap  3.49%

Russell 2000  7.69%

MSCI EAFE (Intl)  -2.75%

MSCI Emerging Mkt  -6.66%

S&P Sectors  2018 YTD

Basic Materials      -3.08%

Consumer Discretion.  11.50%

Consumer Staples  -8.55%

Energy  6.81%

Financials  -4.09%

Healthcare  1.83%

Industrials  -4.69%

REITs      -0.81%

Technology  10.87%

Telecom  -8.35%

Utilities  -0.32% 

 

Interest Rates  2018 TYD 

Fed Funds  2.00%

Prime Rate  5.00%

3-mo. Treasuries  1.92%

2-yr. Treasuries  2.53%

5-yr. Treasuries  2.74%

10-yr. Treasuries  2.86%

Currencies  2018 

Euro  1.1684

Japanese Yen  110.76

British Pound  1.3207

All Data as of 06/30/2018

The Big Picture
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32% Th e percentage of US investors that 
provide fi nancial assistance to an adult 
child, a parent or both.  Of those, 61 
percent say that providing help hinders 
their retirement savings. (May 2017)
54% Th e percentage of US investors 
that anticipate a stock market correction 
in the coming months.  As a result, 48 
percent are consulting with their fi nancial 
advisor, 40 percent are rebalancing their 

Fast Facts: Gallup Personal Finance Polling Edition
portfolio, 20 percent are buying bonds 
to reduce risk, and 18 percent are selling 
stocks. (Oct 2017)  
55% Th e percentage of investors that 
use an advisor.  Th ose that use an advisor 
are more likely to believe that they are 
on track (61 percent vs. 41 percent), feel 
prepared for a correction (39 percent vs. 
24 percent), and are well diversifi ed (86 
percent vs. 63 percent).  (Oct 2017)
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