
 
4th Quarter 2018 
Since we have started writing these regular end of the year market updates, we haven’t had to report a 
single negative year of performance as measured by the S&P 500. This was a streak that we had hoped 
to continue forever. However, all good things must come to an end and as such are disappointed to 
report that the S&P 500 was negative this year. Now we know this doesn’t come as a surprise to you, as 
we have been updating you on the market’s decline since the end of the 3rd quarter, but being aware of 
the decline doesn’t make it any easier. To say that the 4th quarter of 2018 was chaotic would be an 
understatement. We experienced the worst quarterly and monthly performance since the great 
recession in 2008, the worst December since 1931, one the biggest intraday points move on record, and 
the largest single points gain ever. Needless to say, there is a lot to discuss. So up front we apologize for 
the length of this update, but we wanted to make sure we covered things thoroughly. Like our past year 
end updates we will discuss what we got right and wrong from last year’s predictions, what we see for 
the year ahead, and comment on a couple of items we feel are relevant to the current environment. This 
is probably a “two cups of coffee” at the minimum update, so go ahead and grab that caffeine fix now. 
 
2018 Overview 
  

2018 4Q 
Large Cap (S&P 500) -4.4% -13.5% 
Mid Cap (Russell Mid Cap) -9.1% -15.4% 
Small Cap (Russell 2000) -11.0 -20.2% 
Developed International (MSCI EAFE) -13.4% -12.5% 
Emerging Markets (MSCI EM) -16.6% -7.8% 
Fixed Income (Barclays Agg) 0.0% 1.6% 
Real Estate (Dow Wilshire REIT) -8.8% -7.7% 
Commodities (Bloomberg Commodity Index) -11.2% -9.4% 
MLP (Alerian MLP Index) -19.0% -18.9% 
   

 
* Index returns source Black Diamond Performance Reporting  
 
2018 will go down as an interesting year for the market. It was the first year we experienced two 
corrections (10% decline from peak to trough) in a single year. The first happened in February and most 
recently this past quarter. It’s the first negative year and bear market we have seen since 2008. The first 
year in decades where neither stocks nor bonds had a positive return (bonds were flat), and the first 
year in decades where all major asset classes were flat or negative at the same time. There was no place 
really for investors to get returns which is unique among most market selloffs.  
In last year’s end of the year commentary, we gave you some of our thoughts and themes that we felt 
would impact markets in 2018. As we do every year, we would like to look back at those themes to 
assess what we got right and more importantly where we were wrong. Below is our assessment, and for 
the sake of length, we have summarized the themes for 2018. 
 



1. “7-10 year annualized returns for equities will be closer to 6-7% than the 9-10% investors have 
experienced on average historically...it would make sense to expect some underperformance 
in the years to come for this forecast to average out…we can see a back drop where positive 
performance does continue as corporations benefit from a lower tax rate in 2018.   

 
We have been sharing with you our expectation for below average returns for equities over the 
last couple of years, an expectation that we continue to have today. However, returns in stocks 
aren’t always smooth (although it would be better for all if they were) and our average returns 
will come from some up years and some down. With strong performance in 2016 and 2017, we 
felt that we would likely see some down years in the years ahead, or at least if our predations 
for stocks returns are accurate. So while we are not surprised we experienced a negative year of 
returns, we are somewhat surprised it was this year. Given we had corporate tax reform take 
hold in 2018 and earnings were set to increase 20% plus, we felt there was a decent probability 
of positive performance in 2018. We were right up until the beginning of the 4th quarter. The 
markets are forward looking, and with the end of the year sell off we feel the market is pricing in 
an imminent recession. We don’t agree with that sentiment. While we do think we will see a 
slowdown, we don’t think a recession is imminent, or at least the current data (outside the stock 
market) isn’t signaling one is close. However, we will admit that predicting when a recession will 
happen is much like trying to predict where the market will go in the short term. As you know 
from our commentaries, we feel that such predictions are impossible to make with any 
accuracy. We will talk more about what we see in the year ahead below. 
 

2. “The consensus call would be to state that we see interest moving higher in 2018, which we 
will stick with this year. We expect to see at least three 25 basis point hikes in the fed fund 
rate…returns for fixed income investors will be below what they have experienced historically” 
 
We did see the rate on the 10 year rise this year, ending the year at 2.69% up from 2.40% at the 
end of 2017. We were off on the fed funds increases this year, with the fed raising rates four 
times over 2018. Much of the commentary around the market’s most recent sell off is around 
fed policy, which we will be discussing below. Like equities, our expectations for fixed income 
returns are below what investors have experienced historically. As we have said in the past, this 
isn’t as much of a prognostication as it is just an issue with the math. As rates move higher bond 
prices decline, which can lead to negative returns in fixed income. However, even if rates don’t 
rise, the current yield for bonds is well below average leading to our below average expectations 
for fixed income returns. 
 

3. “We think there is still more room for outperformance of international markets moving 
forward.”   
 
We couldn’t have been more wrong in this prediction than we were in 2018. Both developed 
international and emerging market equities significantly underperformed the S&P 500 in 2018. 
Worries about slow growth in China, concerns over Brexit, and strong a dollar were all factors 
leading to the decline. One of our core investment philosophies is our belief that diversifying a 
portfolio to include both domestic equities along with international equities will lead to strong 
risk adjusted returns over time. We manage all portfolios toward this tenant, which has been 
severely tested over the past several years. Over the last 6 years those investors who rightly 



pursued a diversified strategy have seen their performance lag that of the S&P 500. Not only has 
the S&P 500 outperformed international equities over most of those years, it has been one of 
the best performing asset classes over that time. We think the chart below does a great job of 
illustrating this. 
 

 
 
As you can see from the chart, the S&P 500 is the blue line and before 2013 was in the middle of 
the pack as far as performance. This enabled those who allocate across multiple asset classes to 
experience performance that met or exceeded that of the S&P 500. An experience that has been 
impossible over the last 6 or so years. This is especially true of the performance of the S&P 500 
verses international equities. 



 
4. “We continue to see quite a bit of value in allocating to alternative strategies that have low 

correlations to traditional markets, have consistent and low variability of returns and are in 
strategies that are easy to understand.” 
 
There were not many places for investors to turn for safety in 2018, however our allocation and 
belief in alternatives held up very well in 2018. We have commented on this in the past, and for 
investors that were able to invest in these niche strategies, most experienced individual strategy 
performance that ranged from mid-single digits to low double digits for 2018. We continue to 
feel that these niche alternatives offer a significant amount of value from a risk and return 
perspective. 
 

We admit that we were a bit less accurate this year than we were in 2017. The famed physicist Nils Bohr 
once said “Prediction is very difficult, especially if it’s about the future”, so we will take some positive 
away from being somewhat accurate. And as we do each year, we will look difficulty right in the face, 
and give you our forecasts for the year ahead. 
 

Now would be a good time to refill your coffee. 
 

1. At the current time we don’t think the recovery is over. We caveat that with “at current”, as the 
most recent data doesn’t support an end to this cycle. It does signal a slowdown, which could 
more easily lead to the end of the cycle. Much like riding a bike slowly makes it more difficult to 
stay upright, we may wobble a bit as we adjust to slower speeds, but we don’t feel we will fall 
into a recession. The US will likely show 3% growth in 2018 and that looks to slow near 2% in 
2019. Data is positive; as the labor markets remain tight, we had the strongest retail holiday 
spending ever, and manufacturing remains strong to name a few. That’s not to say there are not 
pockets that are showing some stress. Interest rate sensitive parts of the economy have slowed 
recently, mainly housing and to some extent autos.  So if we aren’t going into a recession then 
why have the markets sold off so dramatically? We think the market’s move lower is overdone 
from a fundamental standpoint. However, there are technical factors that we think led to much 
of this drawdown.  We won’t delve too much into this (happy to discuss this in greater detail 
separately), but the advent of more computerized trading has led to bigger swings both on the 
upside and the downside. While there are aspects of the market that might warrant stocks 
selling off a bit, we think the decline we have seen far exceeds what we feel is warranted given 
slower but still positive growth for 2019. One result of the markets move lower is a more 
attractive valuation environment for equities. At the end of the 3rd quarter the S&P 500 traded 
at 17.0 times next 12 months earnings, as of the end of the year that multiple has contracted to 
14.5 times. This compares to the 25 year average of 16 times. So while not deeply undervalued, 
stocks do appear to be a bit undervalued at current levels. So given this scenario, we do think 
stock will move higher in 2019, but with a lot of volatility. A lot has been made about the 
performance of the FAANG stocks (Facebook, Apple, Amazon, Netflix, Google) and that much of 
the growth we have seen over the last couple of years was a result of the increase we have seen 
in these five names. That is absolutely true. These stocks have accounted for almost half the 
positive performance for the first 3 quarters of 2018, and have led this market lower since then. 
We will admit we are bullish on these companies. Maybe more some than others, but these 5 
companies I know dominate the bulk of this authors household one way or another and we 



don’t see any signs of the influence lessening in the years ahead. While they have led this 
market lower in recent months, we think there are opportunities to be had among some of 
these names. 
 

2. We have tried to exclude this section given our dismal track record on interest rates, but 
compliance has insisted we give you our thoughts as many of you are concerned about your 
fixed income positions. We will come right out and say that barring a recession interest rates will 
end the year higher, and fixed income returns will be roughly flat. This is very much the 
consensus and a repeat of what we have said over the last couple of years. Two things are 
dominating the rate environment right now, the Federal Reserve’s outlook and action regarding 
the Fed funds rate, and the yield curve. We don’t know what the Federal Reserve will do 
although they have signaled that they intend to raise rates twice in 2019. The fed is tasked with 
maintaining full employment and containing inflation using monetary policy to accomplish each. 
Their primary tool is setting the fed funds rate. During times of high growth and inflation the 
feds raises rates to slow down the economy and curb inflation (tightening), and does the reverse 
to spur the economy and create job growth (easing). After embarking on an unprecedented 
easing we have an economy that is at full employment and growing, with inflation contained. 
This would likely call for the Fed to do nothing, but they lowered rates so much that they feel 
they need to get back to “neutral” and therefore have been raising rates. This has gone 
relatively well over the last couple of years as economic growth has continued and employment 
has stayed strong. However, now we are faced with the prospect of an economy that is going to 
slow year over year. It’s a high wire act that everyone knew was coming. The fed needs to get 
rates to a level so that when the next crisis hits they have the ability to lower rates to counteract 
the crisis. However, they need to do this without causing the economy to stall. Our guess is that 
they will raise rates twice this year and wait to see what affect it has had on the economy. It is 
interesting to note that the odds of a fed funds decrease in December of 2019 is now at a higher 
probability than an increase. The fed’s actions and the markets assessment of the current 
environment has caused the yield curve to flatten, meaning the spread between short term 
maturities and long-term maturities has narrowed. Rate watchers fear that the curve may 
actually invert, which in the past has been a good indication of a coming recession. The mere 
fact that everyone feels that an inverted yield curve is an indication of a coming recessions 
probably puts the odds fairly high that we will see one if the curve in fact inverts. We look at the 
2 year and 10 year spread for this signal (others use the 3 month to 10 year). Below is a chart of 
the current spread along with a table that shows the months after inversion that the recession 
appeared. 

 



 
 

From the chart above you can see that even if we get an inverted yield curve, it takes some time 
before a recession develops, on average just over a year. 
 

3. We still feel that investors should allocate to international equities, in spite of what has been a 
multi- year period of significant underperformance. It has been difficult for investors to maintain 
exposure to international equities over this time period, as year after year we see little progress 
in the performance of these markets. We did have a brief reprieve last year with international 
stocks outperforming US stocks, but that was short lived. Over the last couple of decades we 
have seen times where US stocks outperform the rest of the world, and vice versa. The chart 
below highlights this. 



 
 

As you can see from the chart US stocks outperformed international equities in the late 90’s, 
only to see that relative performance reverse between 2003 and 2008, with US outperformance 
back again in this most recent time period. Granted this time period has been much longer and 
the underperformance much deeper than the previous cycles, but we do think these asset 
classes move in cycles and we will see relative performance improve for international equities. 
In addition, we think international equities are attractive on a valuation basis. You can see from 
the table that international equities trade at a discount to their 20 year average P/E multiple 
and the dividend is well above the 20 year average. 

 
4. With the markets most recent sell off we think the case can be made even greater for utilizing 

alternatives in an overall portfolio. Having a portion of one’s portfolio in assets that can 
compound returns in any market environment can lessen the shock from a market decline and 
add significant value in times like these. While strategies such as solar infrastructure, longevity 
assets, medical receivables and music royalties will likely not provide high double digit returns, 
these can provide consistent, mid to high single digit returns with very low volatility. We will be 
providing more information on these strategies the evening of March 5th in our office at 6:00pm 
if you would be interested in learning more about these niche strategies and how they can have 
an impact on your overall portfolio. Please contact us if you are interested in attending. 

 
As a summary for what we see in the year ahead: 

• No recession but slower growth 
• Positive equity performance (if we avoid a recession) 
• Slightly higher interest rates 
• Flat fixed income performance 



• Still recommend international exposure for clients 
• Recommend looking at alternatives in your portfolio 

 
(I guess we could have just sent these bullet points and spared you the need to read this whole 
commentary) 

 
I know we have rambled on long enough but we did want to make a couple of other comments. 2019 is 
shaping up to be a potentially “messy” year. We use the term “messy” to say that we will likely see a lot 
of volatility in the market, similar to what we saw in the last part of 2018. There are a lot of risks in 2019 
that could have ancillary or real impacts on returns. Among these are political risks, Brexit, slowing 
global growth, perception around length of recovery, computerized trading, climate change, etc.  While 
we are not forecasting a recession in 2019, we wouldn’t completely rule one out given all of the 
uncertainty. However, in spite of these risks and what impact if any they have on markets, we still feel 
that investors who can stay calm in times of volatility and stick with a sound investment plan without 
overacting to short term fluctuations, have a high probability of achieving their financial goals. In 
addition, it’s times like these that investors are able to take advantage of opportunities to make great 
long-term investments at depressed prices, which we are currently doing on your behalf. 
 
As always, we would like to thank you for the trust and confidence placed in us and wish you a 
wonderful New Year. 
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