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NOWHERE TO RUN…

2018 turned out to be one of the most challenging 
years for investors, despite solid economic growth. 
The U.S. economy expanded at its fastest pace of this 

economic cycle, while 2018 revenue and profit growth for the 
companies within the S&P 500® Index are expected to reach 
their highest levels since the start of the decade. Yet, during 
the fourth quarter, U.S. equities fell while investors endured 
much higher levels of volatility than they have experienced 
in recent years. Uncertainty regarding future U.S. monetary 
policy in the wake of the December rate hike by the Federal 
Reserve (the “Fed”), coupled with concerns about a possible 
peak in corporate earnings, had an impact on the financial 
markets during the quarter. For the fourth quarter of 2018, 
the S&P 500 posted its biggest quarterly decline since the 
third quarter of 2011, dropping 13.52%, and ended the year 
with a negative total return of 4.39%. 

Looking overseas, 2018 was a very difficult and disappointing 
year for foreign markets as they faced multiple headwinds 
which negatively impacted returns including political 
uncertainty via Brexit, lackluster economic growth in Japan 
and China, and political stress in Turkey. Foreign markets 
performed better than the U.S. during the fourth quarter but 
still underperformed relative to the U.S. for 2018, finishing 
the year in negative territory. Foreign developed markets, 
represented by the MSCI EAFE Index, were down 12.49% for 
the quarter (-13.32% for 2018) while emerging markets also 
closed in negative territory with the MSCI Emerging Markets 
Index finishing down 7.60% (-14.49% for 2018). Turning to 
fixed income, the Bloomberg Barclays US Aggregate Bond 
Index (the leading benchmark for bonds) posted a positive 
1.64% return in the fourth quarter, as stock market volatility 
combined with falling inflation metrics helped bonds rally. 
This helped to produce a slightly positive total return for 
bonds for 2018 with the benchmark finishing up 0.01%. 

2018 proved to be an exceptionally challenging year for 
investors (and investment managers) as everything from 
bonds, equities, and the majority of commodities posted 
flat-to-negative returns. In terms of the magnitude of losses, 
investors have seen far worse, but going by the breadth of 

asset classes failing to post positive returns, 2018 appears 
to be somewhat of an anomaly. In late December, Deutsche 
Bank issued a report that included what it called “a quite 
fascinating statistic” showing that, as of December 20th, 93% 
of the asset classes the bank tracks for its annual reporting 
had a negative total return year-to-date in U.S. Dollar terms. 
This was the highest percentage on record based on data the 
bank had collected going back to 1901; eclipsing the 84% 
level in 1920 (see chart below). Outside of cash, not many 
asset classes posted positive returns for 2018. Large, mid, 
and small-cap stocks in the U.S., international and emerging 
market equities, U.S. investment grade and high yield bonds, 
foreign bonds, oil, gold, silver, and real estate (based on the 
MSCI U.S. REIT index) posted negative returns for 2018. 
This is quite unique. Normally when the value of one asset 
class falls, another one gains. Amid the global financial 
crisis of 2008, U.S. Treasuries rallied. In 2002, REITs were a 
bright spot. In 1974, it was commodities. In 2018, there was 
nowhere to hide as a majority of asset allocation strategies 
were unable to balance losses with gains.

We believe the reason why so many asset classes performed 
poorly in 2018 was due to concerns over the unwinding of 
central bank stimulus. As you may recall, in response to the 
Global Financial Crisis of 2008, the Fed and other central 

Percentage of Assets with a Negative Total  
Return in USD Terms

Source: Deutsche Bank, Bloomberg Finance LP, GFD.  
Note, returns YTD are until December 20th.
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banks of the world attempted to stimulate growth by reducing 
interest rates. As short-term interest rates approached 
zero, global central banks also adopted a policy known 
as quantitative easing (or “QE”) where the central banks 
purchased predetermined amounts of government bonds or 
other assets to lower effective interest rates further out on the 
yield curve. The objective of these expansionary monetary 
policies was to lower borrowing costs for businesses 
(assuming that they would invest in new projects and hire 
more employees) and individuals (anticipating that they 
would consume more goods and services). 

As you can see in the chart above, these policies had a 
tremendous influence on global equity markets until 
February 2018 as the growth in the central bank bond 
purchases (highlighted by total assets held by the Fed, the 
European Central Bank, and the Bank of Japan) have been 
highly correlated to global equity market performance 
(underscored by the returns of the MSCI All Country  
World Index).

QE was an unconventional form of monetary policy that 
had never been utilized before, so the ultimate question as 
to what happens when it is reversed is unknown. As the 
central banks of the world look to carefully unwind their 
expansionary policies (called “policy normalization”), 
investors are concerned about the effects it will have on the 
economy. How sensitive the economy will be to this process 
will likely be dependent upon the speed at which the central 
banks proceed. If the central banks are too aggressive, they 
could cause a recession. We believe this concern was a major 
cause of the volatility in the financial markets in the last few 
weeks of December.

As highlighted in previous letters, the U.S. economy has been 
very strong in recent quarters. However, the data has been 
so robust that the rate at which the U.S. economy has been 
growing has begun to slow down. The Leading Economic 
Indicators, and the Institute for Supply Management (ISM) 
manufacturing and non-manufacturing indices have fallen 
from recent highs (the December ISM manufacturing reading 
posted its biggest drop in a decade). In addition, business 
and consumer sentiment surveys have begun to weaken. By 
no means do the recent readings on these economic data 
points signal that a recession is imminent; they still indicate 
continued expansion, just at a much slower rate. Given that 
the U.S. economy appears to be slowing down, investors 
are now concerned that the Fed may be unwinding QE too 
quickly. The Fed ended its zero-interest rate policy by raising 
the Fed Funds rate by 0.25% in December of 2015, and they 

Source: Bloomberg
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“ We believe the reason why so many asset 
classes performed poorly in 2018 was 
due to concerns over the unwinding of 
central bank stimulus.”
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have raised it by 0.25% an additional 8 times since (for a 
total increase of 2.25%). Furthermore, in October of 2017, 
the Fed began to unwind its QE program by allowing the 
bonds that it purchased to mature, and not replacing them 
by purchasing new bonds. This reversal of QE also acts as a 
form of monetary tightening. Based on the study posted by 
the Federal Reserve Bank of Atlanta (originally published in a 
University of Chicago research paper by Cynthia Wu and Fan 
Dora Xia), it is estimated that every $200 billion in reduction 
in the Fed’s balance sheet equates to a 0.25% hike in interest 
rates. Given that $400 billion in bonds have been allowed 
to mature since October 2017, the Fed has essentially raised 
rates by 2.75% (not just 2.25%) since December of 2015. 

Looking ahead to 2019, the Fed’s is expected to increase rates 
two more times per their “dot plot” (the statistical analysis 
tool utilized to depict the benchmark Federal Funds interest 
rate outlook). Furthermore, if the Fed allows an additional 

$600 billion in bonds to mature as expected, it would suggest 
an additional 1.25% of fiscal tightening in the face of a 
slowing economy, potentially further challenging financial 
markets.

During a post-Fed meeting press conference on December 
19th, investors were hoping that Fed Chairman Jay Powell 
would suggest slowing down these monetary tightening 
measures (i.e. pause on hiking rates and reduce the amount 
of bond maturities). Instead, Powell indicated that the Feds’ 
balance sheet reduction was “on autopilot” and that the Fed 
does not see balance sheet runoff as “creating problems.” 
Investors did not like this statement, as they felt that the 
Fed was becoming too restrictive in the face of the waning 
economic data, prompting fears of a possible recession. As a 
result, the S&P 500 fell 8.7% over the next three trading days 
and volatility substantially increased through the end of the 
year.

2019 OU TLO OK:  
C ONTINUE TO PRO CEED WITH CAU TION AND C ONVICTION 

As we look ahead to 2019, policy implementation from the 
Fed, along with the outlook for corporate earnings growth 
will be the key drivers impacting our asset allocation, 
potentially increasing or decreasing our recommended risk. 
The effectiveness of Chairman Powell’s moves to steer the 
economy through the current environment will go a long 
way in determining the performance of key asset classes in 
2019. Based on current economic data, we do not believe a 
recession in the U.S. is imminent, however, we are closely 
watching the actions of the Fed. Growth in the U.S. is starting 

to slow down, and any policy mistakes could potentially 
cause a recession. As such, we believe that any sort of pause 
in tightening by the Fed will likely be welcomed by the 
financial markets. 

As we look outside the U.S., we believe the situation looks 
less promising. In the U.K. and Europe, issues such as Brexit 
as well as other structural problems due to the configuration 
of the Euro currency and its associated mandates has created 
a low-growth environment. Lackluster growth in the Asia-
Pacific region, driven by a slowdown in China, is likely to 
continue. Many pundits are blaming the Chinese slowdown 
on tariffs and trade, however, the Chinese economy began to 
decelerate before the implementation of tariffs as the Chinese 
government introduced economic reforms in an attempt to 
curb the growth in debt. Given the high level of debt in the 
Chinese economy, we believe the Chinese government will 
continue to be very cautious about the amount of stimulus it 
may inject into the economy going forward; thus we believe 
below average economic growth will continue in China.

EQUITIES

Heading into 2019, U.S. equities appear to be oversold on a 
technical basis, and as a result we would not be surprised to 
see a rally in the S&P 500 as we begin the new year. However, 
as we look ahead, the environment for equities appear more 
challenging as the tailwinds that have supported corporate 
earnings in recent quarters will fade in 2019. The late 2017 
corporate tax cuts helped propel S&P 500 earnings per share 

(EPS) growth to what will likely be over 20% for 2018. This is 
the highest level of EPS growth for a calendar year since 2010, 
when EPS for the S&P 500 grew 39.6% as we came out of 
the Global Financial Crisis. This has led to concerns that we 
may have reached a near-term peak in earnings. According 
to FactSet, as of January 4th, expectations are for EPS growth 
of 7.4% for the S&P for 2019, which equates to S&P 500 EPS 

“ Based on current economic data, we 
do not believe a recession in the U.S. 
is imminent, however, we are closely 
watching the actions of the Fed.”
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of $173.45. Based on the 2018 year-end S&P 500 value of 
2,506.85, the S&P 500 ended the year trading at 14.5X next 
year’s earnings. This is slightly below the 10-year average P/E 
of 14.6X, suggesting that stocks are slightly inexpensive at 
these levels. 

However, given the fourth quarter drop in oil prices (which 
will affect the Energy sector), as well as some of the recent 
negative guidance from companies such as Apple, Delta 
Airlines, Federal Express, and Ford, we believe that earnings 
expectations are likely too high. In addition, the $173.45 EPS 
number assumes after-tax profit margins of 11.8% for 2019 
(an all-time high). Assuming wage growth keeps improving 
based on the low unemployment numbers, we believe that 
wage cost pressures could also force after-tax profit margins 
to come in lower than expected. All these factors, taken 
together with the overhang of what the future of Fed policy 
will look like, create a potentially challenging environment 
for U.S. equities in our opinion. However, based on our 
macro outlook, we still prefer to own U.S. equities relative to 

foreign developed and emerging market equities near-term. 
Therefore, we will continue to maintain our underweight 
allocation to foreign developed and emerging markets given 
the previously discussed headwinds facing these markets (i.e. 
Brexit and slowing Chinese growth concerns).

As economic and earnings growth decelerate and 
financial conditions tighten, we believe investors should 
be increasingly focused on companies best-positioned to 
withstand late-cycle pressures. We favor owning quality 
names in 2019 given the elevated risks, and are reducing 
exposure to businesses with higher exposure to credit risks, 
such as financials and overly leveraged mid and small cap 
companies. Within individual equities, we continue to own 
companies that operate in industry segments with high 
barriers to entry, that have strong balance sheets, stable sales 
and earnings growth, that are generating high-levels of free 
cash flow and trade at reasonable P/E multiples. 

Equity markets whipsawed investors during the last two 
weeks of 2018 and we would expect the volatility levels in 
2019 to be higher than what we experienced over the past 
decade. We must remember that, on average, since 1928, the 
S&P 500 has had a 10% correction approximately every 11 
months. Since 2008, we have had only 6 corrections of 10% 
or more, which equates to one correction of that magnitude 
every 19 months. We believe that the accommodative 
monetary policies put in place by the world’s central banks at 
the end of the Global Financial Crisis contributed to this lack 
of volatility. Going forward, as the accommodative programs 
are unwound, we believe volatility will be closer to historical 
norms.

FIXED INC OME

Policy normalization should have an influence on the bond 
markets as well, particularly here in the U.S. As the Fed 
attempts to reduce its balance sheet, it will significantly 
reduce a source of demand for U.S. government bonds 
(again, if the Fed adheres to its current plan, the total for 
this year will be $600 billion). This could create a tricky 
environment for bonds, especially when you consider the 
U.S. government’s ever-growing levels of debt. Reduced 
tax receipts (as a result of the 2017 tax cut) combined with 
increased government spending led the U.S. to generate a 
budget deficit of $779 billion for fiscal year 2018 (up 17% 
from the prior year). In aggregate, the U.S. national debt 
increased by $1.27 trillion for fiscal year 2018 (as the U.S. 
national debt figure also including items such as one-off 
military operations, natural disaster relief and some Social 
Security expenditures). Based on spending to date (the U.S. 
Government’s fiscal year begins in October of each year), we 
can see that we are already on track to post a budget deficit 

“ As economic and earnings growth 
decelerate and financial conditions 
tighten, we believe investors should 
be increasingly focused on companies 
best-positioned to withstand late-cycle 
pressures.”

Investment Grade & High Yield USD Corp 
Maturity Wall (U.S. Domiciled Corps in $ bn)

Source: SRP
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of over $1 trillion and that the national debt will increase 
by $1.8 trillion for fiscal year 2019. This means that the U.S. 
Treasury will need to increase the amount of U.S. government 
bonds it sells in order to finance the ongoing fiscal deficit. As 
a result of this potential new supply yet likely lower demand, 
new buyers will have to step up to keep the market in 
equilibrium. This may require higher yields (meaning lower 
prices) to attract these new buyers. 

On the corporate side, we see a similar situation. Beginning 
in 2019, a substantial amount of investment grade and high 
yield debt is scheduled to mature. As you can see from the 
previous chart (see bottom of Page 4), roughly $2 trillion of 
corporate debt will need to be refinanced over the next three 
years as opposed to $55 billion for 2018. This is a remarkable 
amount of debt that will likely have to be rolled over at higher 
yields, and could cause credit ratings to be reevaluated. In 
fact, as S&P 500 companies took advantage of the low interest 

rate environment during the past decade, credit standards 
from banks began to weaken. This has created excessive 
leverage for many companies. If you were to apply long-term 
average leverage ratios to the investment grade bond market, 
45% of those issues would be rated junk today.

In our opinion, a healthy injection of government debt, weak 
supply/demand fundamentals, and declining credit standards 
increase the possibility of higher interest rates. Within our 
fixed income allocation, we continue to manage interest rate 
risk by maintaining a low duration (by having mostly shorter-
term bond maturities) in an effort to make the portfolios 
less sensitive to changes in interest rates. In the past, we 
have made up for lost yield by taking on some credit risk via 
owning high-yield corporate bonds and floating rate loans. 
However, given the aforementioned credit outlook, we will 
likely be taking advantage of any price rallies in these asset 
classes to reduce our exposure to credit risk. 

ALTERNATIVE INVESTMENT S

In an attempt to further broaden diversification for qualified 
investors, we will continue to identify opportunities that are 
not as economically sensitive as typical stocks and bonds. 
We incorporate these investments to reduce overall portfolio 
risk and enhance returns given they are less correlated 
to traditional publicly traded investments. We have been 
seeking out some of these opportunities to replace what we 
used to earn from fixed income vehicles when interest rates 
were higher (i.e. CD’s, Treasury bonds, corporate bonds, etc.). 
We are also trying to find alternative investments that offer 

higher returns to compensate for what may be challenging 
times ahead in the global equity markets. Unfortunately, 
many of these investments are not suitable for the average 
investor given their high minimum investment sizes, lack of 
liquidity and elevated management fee structures. However, 
some alternative investment offerings have been coming 
to market recently that have more reasonable minimum 
investment amounts and have several of the features 
described above. We hope to find new alternative investments 
that can be more broadly utilized within client portfolios. 

C ONCLUSION

Past performance is not indicative of future results, but 
history has shown that a long-term approach combined 
with a well-designed and well-executed investment strategy 
can overcome periods of heightened volatility, market 
corrections, and even bear markets. We understand the 
risks facing both the markets and the economy, and we are 
committed to helping you effectively navigate this challenging 
investment environment. Successful investing is a marathon, 
not a sprint, and even intense volatility like we experienced in 
the fourth quarter is unlikely to alter a diversified approach 
set up to meet your long-term investment goals. Therefore, 
it’s critical to stay invested, remain patient, and stick to a plan. 
An established investment plan creates a decision framework 
to help you stay rational even when markets become volatile. 
Making the decision to buy or sell—or even do nothing 
at all—isn’t something that should be done in response 

to sensational headlines. Instead, that decision should be 
made within the context of your financial position, risk 
tolerance, and investment timeline. Therefore, we aim to take 
a diversified and disciplined approach with a clear focus on 
longer-term goals.

We understand that volatile markets are both unnerving 
and stressful, and we thank you for your ongoing confidence 
and trust. Rest assured that our entire team will remain 
dedicated to helping you successfully navigate this difficult 
market environment. Please do not hesitate to contact your 
Relationship Manager with any questions, comments, or to 
schedule a portfolio review.



Disclosures:

This material is provided for informational purposes only and does not in any 
sense constitute a solicitation or offer for the purchase or sale of securities 
nor does it constitute investment advice for any person. Investment themes 
and individual securities mentioned may or may not be held in any or all client 
accounts. 

The material may contain forward or backward-looking statements regarding 
intent, beliefs regarding current or past expectations. The views expressed are 
also subject to change based on market and other conditions. 

The information presented in this report is based on data obtained from third 
party sources. Although believed to be accurate, no representation or warranty 
is made as to its accuracy or completeness. Past performance is no guarantee 
of future results. 

All performance data is as of 12/31/2018 unless otherwise stated. 
Diversification does not ensure a profit or guarantee against loss. An 
investment cannot be made directly in an index. As with all investments, there 
are associated inherent risks, including loss of principal. Sector investments 
concentrate in a particular industry and the investments’ performance could 
depend heavily on the performance of that industry and be more volatile than 
the performance of less concentrated investment options and the market as a 
whole. Foreign markets, particularly emerging markets, can be more volatile 
than U.S. markets due to increased political, regulatory, social or economic 
uncertainties. Fixed Income investments include risks such as exposure to 
interest rate fluctuation, credit changes and inflation. 

Past performance is no indication of future results

 Definitions:

*S&P 500® Index is a registered trademark of Standard & Poor’s Financial 
Services LLC, a division of S&P Global (“S&P”). S&P 500 Index is an 
unmanaged index used as a measurement of change in U.S. equity markets. 
Performance numbers for the index are total return with dividends reinvested 
in the index. The MSCI EAFE Index is a stock market index that is designed 
to measure the equity market performance of developed markets (Europe, 
Australasia, Far East), excluding the US & Canada. 

The MSCI EAFE Index is an equity index which captures large and mid-
cap representation across Developed Markets countries around the world, 
excluding the US and Canada. With 913 constituents, the index covers 
approximately 85% of the free float-adjusted market capitalization in each 
country. Indices are not managed and do not incur fees or expenses. 
Performance numbers for the index are total return with dividends reinvested 
in the index. The MSCI Emerging Markets Index captures large and mid-
cap representation across 24 Emerging Markets (EM) countries*. With 838 
constituents, the index covers approximately 85% of the free float-adjusted 
market capitalization in each country. Performance numbers for the index are 
total return with dividends reinvested in the index. The Barclays Aggregate 
Bond Index provides a measure of the total return performance of the U.S. 
dollar denominated investment grade bond market, which includes investment 
grade government bonds, investment grade corporate bonds, mortgage 
pass through securities, commercial mortgage backed securities and asset 
backed securities that are publicly for sale in the United States. The MSCI 
ACWI Index is designed to represent performance of the full opportunity set of 
large- and mid-cap stocks across 23 developed and 24 emerging markets. As 
of September 2018, it covers more than 2,700 constituents across 11 sectors 
and approximately 85% of the free float-adjusted market capitalization in each 
market. The index is built using MSCI’s Global Investable Market Index (GIMI) 
methodology, which is designed to take into account variations reflecting 
conditions across regions, market-cap sizes, sectors, style segments and 
combinations.
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