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Everything was going right for the stock market last year until October 3rd.  Then everything went wrong.

Up to that point the Dow Jones Industrial Average had been up about 8% per year - not as gaudy as the year 
before, but on track for it’s historical average of 9.4%

Fundamentals were strong: The economy was growing at a better than 3% clip, corporate profits were around 
their highest levels in eight years, and the Federal Reserve seemed in control of monetary policy and interest 
rates.

Then on October 3rd, in a seemingly off the cuff remark in a PBS interview, Fed Chairman Jerome Powell said 
interest rates were a “long way” from what he considered neither stimulative nor restrictive.

The Dow dropped about 157 points the next day.  The next day it fell some more.  And then some more.  And 
then still more.

A market that seemed bulletproof was now susceptible to a whole range of worries: The US-China trade battle, 
of which Wall Street had largely taken an optimistic view, that it would be settled with little global disruption 
seemed an existential danger.  A messy Brexit and the general chaos that had pervaded Washington since 
President Donald Trump's election.  The more trump tweeted about the market, the worse things got.



A LOOK AHEAD
We saw a strong end of the year and a good start to 2019, but the volatility in the markets will probably 
continue.

● The first two trading days of the year saw a big drop with Apple announcing a weakening forecast and 
an even bigger gain the next day when Fed Chairman pledged to be more patient with future rate 
hikes 

● Corporate earnings will remain in focus as well as trade talks with China

Still there's reason for optimism

● The economy remains strong, despite a Wall Street consensus that the pace of growth will slow
● Unemployment is holding around a 50 year low and job growth continues.
● Corporate profits after growing just north of 20% for 2018, probably will slow, though an earnings 

recessing seems nearly as unlikely as a conventional economic one.
● There's not a single strategist of the major Wall Street Firms who thinks the market will finish 2019 

lower than it started 
https://www.cnbc.com/2018/12/26/pretty-much-everybody-on-wall-street-thinks-the-market-will-rally-in-
2019.html

● One positive from rising interest rates is that fixed income securities are starting to look a little better
○ An intermediate length corporate bond ladder can yield over 4% interest
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ONE LAST RATE HIKE
On December 19, the Fed raised rates for the fourth time in 2018  The rate increase had the biggest impact of 
causing the December stock market swoon.  On the three trading days after the rate increase the S&P 500 
shed 7.5%.  When the Fed increases the federal funds rate, a ripple effect takes place that eventually hits the 
stock market.

Historical Rate Chart
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Rates 
Today

Because it costs bank more to borrow money, they 
often increase the rates they charge their customers to 
borrow money. Individuals are affected through 
increases to credit card and mortgage interest rates, 
especially if these loans carry a variable interest rate. 
This has the effect of decreasing the amount of money 
consumers can spend.  This means people will spend 
less discretionary money, which will affect businesses' 
revenues and profits.

But businesses are affected in a more direct way as well 
because they also borrow money from banks to run and 
expand their operations. When the banks make 
borrowing more expensive, companies might not borrow 
as much and will pay higher rates of interest on their 
loans. Less business spending can slow the growth of a 
company; it might curtail expansion plans or new 
ventures, or even induce cutbacks. There might be a 
decrease in earnings as well, which, for a public 
company, usually means the stock price takes a hit.



US EQUITIES
Initially things seemed to be headed in the right direction for the 2018 stock market until the fourth quarter 
rolled around. In the blink of an eye the market took a turn for the worst and one question arose - is this the 
end of the bull market?  

The fast-paced rising rates worried investors, which caused them to sell off equities and buy Treasuries in 
October. This triggered the start of a volatile market, and with a tumultuous fourth quarter the U.S. equity 
market ended the year with its worst annual performance since 2008. There was a moment of hope for the 
markets to make a turnaround early on in November but that hope was short lived. As the U.S.10-year yields 
rose above 3.2% once again, investors repeated their actions from earlier in October by selling equities and 
buying Treasuries. Only two of the eleven GICS sectors, healthcare and utilities, were able to finish 2018 in the 
green. 

The tax cuts the U.S. experienced in 2018 helped strengthen growth and increased the corporate earnings, but 
with the Democrats taking control over the House of Representatives investors know the fiscal stimulus will 
fade in 2019. In December 2018, the Fed policymakers forecasted two rate hikes in 2019, rather than the 
original estimate of three. Hopefully this estimated forecast will stick, but it is important to remain informed on 
the Fed’s actions. Fed Chairman Powell’s plan is still to reduce the central bank’s balance sheet, which may 
result in more than two rate hikes The volatile market has continued into 2019 but as for now this drop in the 
market is only short-term. 

The table below shows how each sector in the S&P 500 performed for the 4th quarter and the year.  There 
was a flight to safety in the 4th Quarter with only Utilities eeking out a positive gain.  One thing to note on the 
table below is that since the market peak in October 2007 two sectors have doubled the performance of the 
S&P 500 (Technology and Health Care)
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GLOBAL EQUITIES
After building great momentum in 2017 global equities fell short of expectations in 2018 leaving us wondering 
what might be next.  With valuations still way below historical averages and on the low end of their 25-year 
range, one might still think there is plenty of opportunity on the horizon.   

US interest rates are expected to continue to rise, trade and tariff tensions are simmering and, of course, we 
have Brexit, so there is reason for proceeding with caution.  We will need to keep a close watch on many of 
these factors, especially US interest rates that are designed to cool the US markets but may inadvertently add 
to the cooling of already cold global markets.  The low interest rate environment in the US has flooded 
emerging markets with investors looking for higher interest rate opportunities.  The reverse effects and how 
severe those effects will also be a cause for concern.  

The geopolitical factors that are holding back capital investments globally are very hard to predict.  With that 
said, global equities, especially emerging markets, have reacted rather severely to this harsher environment.  
Such a high degree of pessimism is not likely to persist.  These harsh reactions may prove to be an 
opportunity in certain cases. 

The short-term investor should proceed with great caution but, with the right strategy, the long term still shows 
some opportunity in the global markets.  Being able to see through the fog of the short-term uncertainty to 
identify the opportunity is going to be the key to long-term success
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FIXED INCOME
The Federal Reserve received a lot of the criticism for causing the December market drop, however a lot of 
that criticism is unfair.  Their job is to bring interest rates back to a normal levels and to avoid asset bubbles, 
which can happen if you have rates too low for too long a time.  

At their meeting in December, the Fed put out their forecast.  Expectations for rate hikes in 2019 were reduced 
from 3 to 2.  It's thought that they will not even do that much.  Three reasons why they may be more dovish 
from their original expectations.

1. Oil Prices falling - it's very hard for the fed to argue that inflation needs to be tamed with plummeting oil 
prices

2. Asset bubbles - the 4th quarter market deflated the threat of an asset bubble

3. Market Volatility - they do not like the spotlight and will be nervous about igniting another  downturn in 
March.

Most likely will see one more rate hike in June.  
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Returns on a YTD basis have flipped. 
At the end of the 3rd quarter people 
were making money in convertibles, 
high yield and losing money 
everywhere else.  Because of a rally in 
the bond market, there were small 
returns elsewhere.  

If we get one more rate hike from the 
fed people can feel comfortable getting 
closer to an allocation in fixed income.



YOUR TEAM
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OUR PARTNERS


