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Key Market/Economic Update
• The US stock market declined about 14% in Q4, the largest correction in over a decade. Facing the prospect of tighter monetary
policy and the uncertainty of trade disputes, US markets joined international equities to end the year lower.
• The economy remained on solid ground, supported by a confident consumer and unusually strong labor markets. However, 		
financial markets are looking forward and seeing some signs of decelerating growth.
• Bound by a dual mandate of price stability and full employment, the Federal Reserve stayed on course normalizing short-term
interest rates. They raised the Federal Funds rate to 2.5% at the December meeting, the fourth time in 2018.
• Both stock and bond markets reacted negatively to the increase in rates. Concerned over tightening monetary policy, fading
fiscal tax stimulus and international trade tensions, investors started to reduce their exposures to risk assets in the last quarter.

Stock Market Review
US stock market indices sold off in Q4, joining the international
developed and emerging markets rout. The US equity market had
been the only major market with positive returns for the previous
three quarters. Over nearly 70 years, the month of December
historically has been kind to US investors in large-cap stocks.
However, this past December was the worst on record, losing
more than 9% and contributing the bulk of the 14% loss for the
quarter. Small and mid-cap stock indices fell 17-20% (Fig 1).

Bond Market Review
Interest rates rose broadly last year as a result of better than
expected economic strength. US labor continued to enjoy the
best period of the last few decades, translating into higher
consumer confidence and spending. After a steady increase from
the beginning of 2018, inflation measures stalled in the last few
months. Given that the Federal Reserve has a dual mandate of
maintaining price stability and full employment, the Fed raised
overnight interest rate 0.25% again at their December meeting.
Within the S&P 500 sectors, only utility stocks managed to
squeeze out a positive return in Q4. All of the cyclical industries,
such as energy and information technology, previous performance
leaders, dropped more than 12% and erased gains for the
year (Fig 2). Health care and utilities were the best performing
sectors, and delivered modest returns for investors in 2018. The
consumer discretionary sector also did relatively well thanks to
Amazon’s performance.
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The financial markets did not react as expected. Specifically,
the US Treasury curve didn’t shift higher after the rate hike as
it had on previous occasions. Only short-term rates rose while
the yields on intermediate maturity Treasury bonds declined.
This shift pointed out the increasing disparity between market
expectations and Federal Reserve projections (Fig 3).
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In the credit markets, concerns of excessive leverage and the
potential for economic weakness drove both investment grade
and high yield bond spreads to their highest level since early
2016. As a result, both categories posted negative returns for
the full year. Those same fears created a flight-to-quality rally
in the US Treasury market, sending the 10 year yield from a late
2018 peak of 3.25% to less than 2.7% at year end.

2018 Review and Outlook
Last year was an unusual year. It was the first time on record
that all major asset classes (stocks, bonds, commodities, and
real estate) declined in the same year (Fig 4).

This rather dramatic decline in stock prices in the fourth quarter
helped bring valuations to more reasonable levels. Based on
Bloomberg estimates for 2019, the forward P/E at year end was
14.5, below the 5 year average of 17. Recently we discussed herein
our concerns around rising interest rates, shrinking liquidity, high
leverage, trade tensions and stock market valuation. At least we
can now cross valuation off that worry list.
In addition to a valuation reset, the fourth quarter may have also
reset expectations for short term rates. Fed Chairman Jerome
Powell has shifted his tone from early October, when he indicated
the Fed’s target rate was “far away from neutral.” Shortly after the
start of the New Year, Powell indicated the Fed would be flexible
on policy and will not potentially increase interest rates at the
same pace. Despite the Fed’s official statement from December
still calling for two more rate hikes in 2019, the financial market
is signaling that no rate hikes will occur this year.
As we look forward, we recognize this has been both a long
bull market in stocks and an extended period of economic
expansion. With extraordinarily easy monetary policy behind us,
slowing impact from fiscal stimulus, and a slower global growth
environment, we have reduced our exposure to stock from an
overweight position to neutral.
We believe the US economy is likely to continue the current
expansion, but most likely at slower rates than we experienced
in 2018. Given higher levels of uncertainty, we also expect stock
market volatility to persist. We will continue to monitor market
events and adjust our course accordingly.

The US stock market experienced its first full year decline since
2008. Similarly, international stocks declined in almost all major
foreign markets as well (Fig 5).

If you have questions about how markets may be impacting your
portfolio, please don’t hesitate to reach out to your Relationship
Manager or Portfolio Manager.
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